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Considering Length of Run in Product Pricing 


By L. G. SPENCER 


Specialist-Budgets and Measurements, Plastics Department, General Electric Company, Pittsfield, Mass. 


The relationship between cost and selling price is especially significant 
when custom production is involved. The results of a thorough analy- 
sis of cost differentials arising from order size are reported in this 
article. Point is made of the validity of applying the same technique 
in similar lines of business. 


N THE EXTREMELY COMPETITIVE situation which prevails in today’s market 
place, management is more concerned than ever with the question of whether 


or not current pricing patterns are sound. Members of management are con- 
stantly asking whether costs used for pricing guidance are realistic and whether 
the pricing pattern is generally symmetrical to that of cost. Costs are not the only 
factor to be considered in establishing unit selling prices, but it is essential that 
they be known and the information must be accurate. 

During the infancy period of a new product and even throughout its growth 
period, too often many manufacturers have not concerned themselves with the 
true cost of specific catalogue numbers or, more important, with the order quan- 
tity or length of production run. As long as the overall business or an indi- 
vidual product line has shown what appeared to be a satisfactory degree of 
profitability, there was only nominal thought given to the question of whether 
the profit reflected on individual items was accurate. As a matter of fact, meas- 
urement of profit by specific products was often not asked for or calculated. 
However, as the industry grew and more companies moved into the field, the 
keenness of this resulting competition forced management to become increas- 
ingly conscious of cost which, in turn, placed increased importance upon the 
cost accounting function and specifically upon its cost analysis activity. 

In the past, common practice of many producers of custom products has been 
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to quote a fixed price per unit of sale regardless of quantity ordered. 
prevalent pricing practices have been: (1) a fixed unit price plus a flat 
charge, (2) a fixed unit price plus a flat setup charge and a fixed charge for the 
basic cost of paper work (commonly referred to as an order service 


and (3) a sliding scale of prices each of which was applicable to a specific 


order quantity range. The use of a fixed price alone gave no recognition what- 
ever to the changing cost pattern which develops with increased or decreased 
production runs. The other two reflect increased emphasis on the importance 
of cost for individual order pricing purposes. 

This is in the direction of realism. A purchaser may well be willing to pay 
higher unit prices for small quantities if prices for larger ones reflect the pro 
ducer’s economies. If this is true, why should the producer hesitate? Facing up 
to realistic costs, with a corresponding change in pricing practice, should im 
prove the profitability of his business and make for a sounder competitive situ. 
ation in an industry. 


The Eccentricities of Custom (Molding) Business 


This paper is based on a cost study made in our business which is strictly 
custom by nature and very competitive, but the same procedure can be 
applied to like lines of business. In order to put the reader in a position 
familiarity, which will make it possible to absorb the details of this study and 
relate them to other custom fields, a description of the custom plastics field 
with which this study is concerned is in order. Data displayed in this paper are 
not results of our study but are for illustration only. 

Among the manufacturing processes in this field is that of compression mold- 
ing which was the forerunner of the plastics industry. It is with this specific 
process that this paper deals. Compression molding requires a precision mold 
for making the parts to be formed and molding compound usually in pellet 
form (for reasons of storage and mold loading space and to reduce the direc 
labor required to load the mold prior to its closing). The molds are installed 
in hydraulic presses which range in tonnage from ten to fifteen hundred and 
in cost from $3000 to $100,000. In operation, the press is closed and a com 
bination of high heat and hydraulic pressure forces the compound into the fi 
ished product shape and finish. After a predetermined curing period (time 
required to bond resin and filler), the press is reopened and the parts removed 
from the mold. The cycle is then repeated. 

It is an important fact that the relationship of press operating time to ttl 
molding cycle time is never consistent. Much depends upon the type of alt 
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used, type of corapound, thickness of wall section of molded part, etc. There 
are many instances in which the operator time required to produce entirely 
different parts is identical but the cure time might vary as much as 1000 
per cent. With varying sizes of presses, each having substantially different 
operating costs, it is important that the costs applicable to labor and those 
applicable to equipment be measured separately. In turn, it is important to 
accurate costing that factory overhead be allocated to specific molded parts 
in proportion to the direct labor and machine time required in their production. 

When the molded parts are removed from the press, they normally have 
some flash (excess compound) attached which must be removed through 
further processing, termed “finishing”, in order to furnish a satisfactory 
product. After removal of the flash line, parts may be ready for packing and 
shipment or may move on to further finishing operations, such as drilling, 
tapping, buffing, painting, and, in many instances, to an assembly area. Most 
of these movements between work stations incur handling expense, which 
is relatively high on short run jobs. 

A list and brief description of the cost elements involved is given in Exhibit 1. 
If an average unit cost is developed, it will be the same, regardless of the 
size of the customer's order, i.e., regardless of the length of the production 
run. Essentially, this overlooks the fact that fixed costs per unit of production 
actually change with a change in the length of the production run, because 
period of factory time (hours) per unit of production increases as the size 
of the order is reduced and, conversely, decreases per unit as the size of order 
increases. However, there is more to this problem than a simple allocation 
of the so-called “fixed” costs. The following additional costs are often over- 
looked and must be allocated to specific orders: 
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1. Minimum clerical expense involved in 
servicing the customer's order. This in- 
cludes acknowledging, pricing, ordering 
material, planning and expediting pro- 
duction, billing, etc. 

2. Excess cost of supervision per unit when 
a number of order changes takes place 
within a given period. 

3. Extra payroll casts when more people 
are employed tc get out the same num- 
ber of physica’ units but in smaller 
quantities per order. 

4. Down machine time involved in setup 
changes which means more than idle 
fixed costs, i.e., extra startup, some con- 
tinuing variable costs, etc. 

5. Excess handling costs between work sta- 

tions due to handling smaller quantities, 

i.e., numbers of people increase as size 


6. 


of order decreases (when same total 
physical volume is involved). 

Increased maintenance costs when equip- 
ment is set up and torn down more 


frequently. 


. Increased spoilage ratio on short pro- 


duction runs as a high degree of spoil- 
age is often generated at the start of 
each run. 


. Excess idle operator time and training 


expense as he must get the feel for 
each job more frequently in the in- 
stance of shorter runs. 


. Increased unit packing costs when ship- 


ping smaller orders. 

Increased payroll premiums and em- 
ployee benefits per unit in the instances 
of shorter runs. 









DIRECT MATERIAL - 


DIRECT LABOR - 
Applied 


Unapplied - 


INDIRECT MANUFACTURING EXPENSE 


Indirect labor - 
Indirect material - 
Fixed costs - 
Other ° 
Spoilage e 
Packing expense © 


Engineering expense ° 





COST COMPONENTS IN MOLDING OPERATIONS 


Cost elements are grouped under our cost accounting system as follows: 


molding powders and pellets 
molding cornpound and metal inserts 


direct productive operations such as 
pellet, press, tumble, drill, buff, 
assemble, etc. 


re-work, idle time, training, make- 
up, setup (mold and finishing fixture), 
cavities out, etc. 


supervision, quality control, clerical, 
material handling, payroll premiums, 
maintenance, etc. 


shop supplies, nondurable tools, 
office and production supplies, main- 
tenance materials, etc. 


depreciation, taxes, insurance, ren- 
tals. 


employee benefits, utilities, expense, 
telephone expense, rearrangement, 
experimental expenses, etc. 


all losses occasioned by the 
scrapping of materials, work- 
in-process, and finished pro- 
ducts (in the plant). 


cartons, boxes, labels, 

packing labor, and other expenses 
incurred in preparing the product 
for shipment. 


mold and product design expense, 
process engineering, advance 
and development engineering, etc. 











Complaints - expenses and losses incurred in 
connection with the return of parts 
by customer. 

EXHIBIT 1 


The fact that these and many other costs become higher per unit with 
shorter production runs becomes increasingly apparent when cost analysis work 
is carried out. A substantial area of these costs is represented by normally 

“variable” items which actually become “fixed” to a greater and greater age 
when looking at the cost of specific production runs. 
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The Study Begins 

The study uncertaken comprised an analysis of the then current costs, in- 
duding the determination of the average length of production run to which 
costs were applicable and how the costs would change with several other 
average order cycles. A comparison was also made of current unit selling 
prices of various types of product and length of production run with prices 
which would be established under a realistic costing practice. 

The cost analysis phase was carried out in one of our larger plants. A 
thirteen week (three month) period was selected which represented one during 
which overall operations were under good control and production reflected 
a representative mix, implying also representative material and equipment 
utilization. A complete analysis was made of the total number of orders 
placed in the factory during this period. After eliminating the effect of 
rescheduling, stop orders, material lacking, maintenance holdups, etc., the 
orders totaled 2,297. During the thirteen-week period, 2,232 orders were 
completed. With the fast turnover applicable to this industry, this represented 
a good check against the net orders placed on the factory in the quarter. 
It was agreed to “factor” costs by 2,250 orders in our study. 

An analysis of the statistical information available under our cost system, 
which utilizes talbulating equipment, indicated that the press hours operated 
during the period studied totaled 460,510. It was necessary to go further 
than operating hours, however, as we wanted to know how many press hours 
were “occupied” in order to realize 460,510 hours of production. Accurate 
records, maintained perpetually, indicated that the effective press utilization 
rate during this period was 70 per cent. Therefore, the “press occupied” 
hours were 657,870 (460510 + .70). Using total press hours of 657,870 
and total orders processed of 2,250, we found the average order during the 
petiod studied to have required 292 press hours, indicating that the average 
length of a production run was 12.2 days (292 +- 24). 

When quoting and/or pricing a specific order, it is appreciated that a 
quantity greater than that ordered will be produced, because of spoilage, 
overshipments (a normal practice, allowing up to 10 per cent of order), 
and returns scrapped. As the average production run of 12.2 days included 
these items, it was necessary that they be eliminated in order to arrive at a 
number which would be comparable to the order quantity. Our calculations 
showed this to be 11.0 days. This does not imply that it was necessary to 
run off 12.2 days of production in order to fill orders equivalent to 11 days. 
Quite the contrary, we were shipping something more than the actual order 
and, therefore, experiencing longer runs. In view of these calculations it 
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was decided that the actual costs applicable to the 13-week period studied . 


would be considered as being applicable to an 11-day run (average) operation. 


Having determined the study period and the base (11-day runs), the next 


step was to review each cost element in detail and, with the aid of key per 
sonnel in other functional areas, to determine how and in what amounts (or 
degrees) each cost element would have changed, had the plant operated with 


average production runs of 1, 2, 5, 10, 30, etc. days. The basic assumption 


in this study was, of course, that we would always deal with the same total 
physical units of production as affected by the length of individual runs, ie, 
the same physical units that were produced during the 13-week period studied 
(extended to an annual rate). It was reasoned that only by so doing would 
the variations in costs disclosed by this study have any real value. (Although, 
in this case, overall costs were well in line, i.e., controlled, similar studies 
conducted in plants or departments which might have costs somewhat out 
of line should yield reasonably accurate results, since the analysis is aimed 
at disclosing differences in costs between varying lengths of run and not 
at total costs.) 

Financial statements for the 13-week period studied reflected the following 
manufactucing cost: 


Amount (in thousands) 
Base period Annual rate 
Manufacturing cost 
Direct material 



































pea atc le th cela tiles $ 762 $3,048 
RSS. Fen Re os eS STEEL 45 180 
gL tha Sy serenity ee 807 3,228 
Direct labor 
SEED anctreainencipepsannancingpinsibnticciinns 315 1,260 
Re RRNTE ores Oa Se 67 268 
EE cisasicrccelenantbscecthanincatitaibncasi 382 1,528 
Indirect manufacturing expense 
IO TI arecccscnscacrsesscenensinccilutens 267 1,068 
CURD ee a 496 1,984 
pS I ctl hte, etna 763 3,052 
Total—Shop costo... 1,952 7,808 
FE, CI caitenncrngstcncccaccconnenetinscenosinonis 65 260 
Total—Manufacturing cost ...... $2,017 $8,068 st 


At the outset, it was realized that the degree of accuracy reflected in ill 
results would depend upon the method of estimating changes in total cos 
applicable to a change in length of production run. Our procedure was to 
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review each cost element in very fine detail, using all of the statistics available, 
the experience cf the cost accounting personnel, and the assistance of key 
personnel in other functional areas. Particular stress was laid on the latter 
when specific operating functions would have the primary responsibility for 
meeting these changed cost patterns in the event of substantial changes in 
the length of the production run pattern. It is important here to convey the 
reasoning back of the calculations on some of the more important cost factors, 
inasmuch as, only by so doing will others interested in the development of 
realistic unit product costs benefit by the study. 


The Pattern Emerges: Material and Labor Costs 


The effect of short runs upon direct material cost does not follow a con- 
sistent course for all products. The degree of change is entirely dependent 
upon whether a stock or special compound is used and the quantities in 
which it is ordered or stocked. Therefore, it was concluded that the excess 
cost of compounds and metal inserts for small lots should be calculated in- 
dependently of the conversion cost. With respect to applied (pure productive) 
direct labor, it was concluded that, with proper control, there should be no 
change, related to lot-size, in the expenditure per unit of production. Extra 
pay for make-up, idle time, etc. would be treated as unapplied direct labor. 
It was to this unapplied (preparation, corrective, and extra cost) direct labor 
area that we devoted a large part of our time. This group of costs also 
includes setup and breakage. 

After some cost analysis and discussion with foremen, it was concluded 
that the cost of setting a specific mold in the press could and should be 
dosely controlled. This would mean that there should be no variation in 
this cost per set up and that the number of setup men should be a 
function of the number of orders received and controlled accordingly. It 
was further concluded that the most reasonable manner in which to recapture 
setup cost was to either bill it separately to the customer or to incorporate 
it in the unit product selling price by dividing it over the number of parts 
ordered. It was agreed that normal setup costs should recognize the cost of 
setting up pellet machines and finishing fixtures as well as molds. Hence, 
unit setup cost would increase or decrease proportionately with the length of 
the run. 

One of the common hazards of this industry is that of breakage of mold 
cavities. When this occurs in specific instances, a decision must be made as 
to whether to continue operating the mold with a reduced number of cavities. 
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On occasions, it is necessary to leave the mold running in order to obtain 


production which is vitally needed. In some instances, it is more economical 


to complete the order, in spite of extra labor payments,—running it longer 
to compensate for the cavities out,—than to remove the mold, repair the 
cavities, and incur additional setup expense and lost machine time. Studies 
in this area, i.e., of breakage costs, indicated that unit costs would tend to 
decrease with shorter runs (than 11 days), which is somewhat contrary to 
the prior opinion. This is because there are fewer parts remaining to be 
produced in the event of cavity breakage. General calculations indicated that 
there would be a reduction of 40 per cent in unit cost for this element for 
2-day runs, and 15 per cent for 5-day runs. Further, these calculations in- 
dicated that 10-day runs would represent the peak for charges in this area 
and that there would be reductions in the instance of either shorter or longer 
runs. Except for urgent orders, molds would be pulled much faster on long- 
run items, with calculations indicating a reduction of 50 per cent for 30-day 
orders. 

en, there are the various kinds of premium labor cost. The shorter the 
production run the more difficult it is for the operator to “make out” with 
normal incentive allowances, resulting in a higher ratio of make-up payments. 
With trainees, this excess cost increases even faster. Calculations on these 
two items indicated the following: 


% Increase (Decrease) over | I-day run 


Average length of run 
2-day 5-day 15-dey 30-day 
Make-up payments 00.0.0... 30% 12% (20%) (75%) 
Training payments ...............c0csee0e 45 20 (10) (50) 


Payments for idle time are made for several reasons. Chief among these — 


are material and equipment troubles, mold changes, improper planning, ett. 
As the length of a production run increases, the impact of these payments 
drops sharply. Payments in the instance of 11-day runs were reasonably 
small. However, for 2-day runs we found that the ratio increased by 45 per 


cent and for 5-day runs by 11 per cent. There was only a nominal drop in — 


this expense for runs in excess of 11 days. 
Re-work was considered next. Cost analysis indicated that the highest degree 


of re-work occurs in the early part of the production order. However, com 
rective labor is experienced to some extent over the entire run. This means that $ 


. 


there is a fixed and variable content to re-work. Using the ratios reflected 
on the charts developed in this area (per cent to pure productive labor), 
we found that total re-work labor increased (over 11-day runs) by 22 per 
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cent in the instance of 2-day runs and 13 per cent on 5-day runs. On the 
favorable side, we found that this item showed a decrease of 18 per cent on 
30-day runs. 


The Pattern Emerges: Overhead Costs 


In the factory overhead expense area, we followed the same approach as 
that outlined for direct labor. Because of the relationship of indirect manu- 
facturing cost to total cost, it was important that we give increased attention 
to each item in this area. Each expense account, by plant section, was analyzed 
and reviewed with the supervisor responsible for specific types of expense. 
Some of our reasonings and conclusions are as follows: 

1. Supervision—Certain segments busier with short runs, thereby in- 


creasing expense per production unit. 


2. Quality Control—Definite increase in cost with short runs because 
of excess handling and fixed degree of inspection in starting jobs. 


3. Clerical—Sharp increase in cost because of fixed cost of certain 
phases regardless of quantity involved. 


4. Handling & Expediting—Again an increase. Principal reasons are 
progressively fewer pieces per press hour and a large fixed element 
of cost in expediting orders. 


5. Payroll Premiums—Iincrease proportionate to increase in numbers 
of people to effect same units of production. 


6. Maintenance—Increase resulting directly from wear on equipment 
covered by more frequent setups. 


7. Fixed charges—No absolute change, of course, but fewer physical 
units to allocate charges to. 

A thorough analysis of spoilage charges indicated heavier losses at the 
start of each order, with a levelling off after a reasonable length of run. Much, 
of course, depends on whether an experienced operator or trainee is operating 
a specific mold. Proceeding on assumption that a nominal number of trainees 
would always be present, we allocated high spoilage losses generated by 
trainees to the actual length of a production run with which they were occupied. 
Under our cost accounting system, spoilage is calulated on a memorandum 
basis only, with no separate accounts being maintained. As this item is com- 
posed of direct material, direct labor and indirect manufacturing expense 
it was necessary that we increase the total charges for each of these as shown 
against 11-day runs by the ratios by which we concluded that spoilage would 
increase under the varying length of production runs. It is for this reason 
only, that the direct material and the applied direct labor charges change 
from those applicable to 11-day production runs. 

This study indicated that packing costs would increase moderately in the 
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SUMMARY. OF COSTS APPLICABLE TO CHANGING LENGTHS OF RUN 





(Fixed Annual Physical Volume - Dollars in Thousands) 


Average Length of Production Run (Order Quan’ 





























COST ELEMENT 2 Day 5 Day 10Day 1iDay I5Day 30 Day 
DIRECT MATERIAL 
Productive (a) $ 7777$ 67 $ #$.1@3$ %ww2$ i$. sm9$ 56 
Packing 57 49 46 45 44 43 
TOTAL 534 16 809 B07 303 799 
DIRECT LABOR 
Applied 321 317 316 315 314 312 
Unapplied 80 71 68 67 64 
TOTAL 401 388 384 382 378 
INDIRECT MANUFACTURING EXPENSE 
Indirect Labor 343 292 270 267 264 251 
Other 589 525 499 496 487 
TOTAL 932 ei? 769 763 751 —" 
SHOP COST 2 167 2 O21 T 962 1 952 1 932 ~~ 1 a8 
ENGINEERING EXPENSE (P. E. C. E. ) 90 71 65 65 65 65 








w 


TOTAL - MANUFACTURING COST $ 2Z 257 $ 2 092 $ 





027 $ 2017 $ 1997 $ 1} 954 











COST INCREASE ( Over 30-Day Runs) 











Amount $ 303 $ 138 $ 723$ 63 $ 43 $ e 
Percent to Manufacturing Cost 15. 5% 7. 1% 3.7% 3.2% 2.2% . 
Percent to Conversion Cost (b) 25. 3% 11. 5% 6. 1% 5. 3% 3.6% ° 
REDUCTION IN PHYSICAL OUTPUT (Over 30-Day Runs) 
Total Orders (13 Week Period) 12 375 4 950 2 475 2 250 1 650 825 
Press Hours Lost (c) 115 500 41 250 16 500 14 250 8 250 - 
Net Productive Hours (d) 556 620 630 870 655 620 657 870 663 870 672 120 
Percent Loss (Over 30-Day Runs) 17.2% 6. 1% 2.5% 2. 1% 1.2% - 
ADJUSTED COST INCREASE (e) 
Percent to Manufacturing Cost 18. 7% 7. 6% 3. 8% 3.3% 2.3% 
Percent to Conversion Cost 30. 6% 12. 9% 6. 3% 5.4% 3.7% 
(a) Excess cost of material should be factored separately when calculating cost of changing production 


run patterns. 

(b) Conversion cost is equivalent to total manufacturing cost less the cost of direct productive 
materials. 

(c) Average machine hours lost in removing mold, installing new mold, and effecting efficient 
production in 10 hours. 

(4) Press hours during which molds are actually in place. 

(e) First cost increase ratios shown factor only increase in certain variable costs. Cost increase 
ratios shown here factor the reduced output obtainable in a given period of time. 


These ratios are obtained by dividing the original cost increase ratios by the ratio’of net 
productive hours, e.g., . 828 in the instance of "2-Day" runs. 




















instance of 2-day production runs, because of the inability to consol 
weekly shipments, the fixed cost of labelling and billing and, in many 
stances, the need to use smaller or less suitable packing containers. He 
outside of decidedly short runs, there appeared to be only a nominal ch 
in the cost of packing per unit of production. 
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Product engineering costs are comprised substantially of current product 
engineering effort, and research and development work. As is true in most 
industries, this cost area is substantially fixed, as any available time is given 
to looking ahead. However, if we were to be concerned with orders which 
averaged only 2-days in length of run, then our product engineering expense 
would increase. 


Setting Forth the Results of the Study 


On Exhibit 2 will be found a tabulation of costs applicable to the physical 
units produced curing the 13-week period studied (extended to an annual 
rate) but produced under varying average lengths of production order runs. 
The numbers shown are hypothetical, but the reader may proceed on the 
assumption that costs shown under the 11-day column are actual and that 
costs shown in other columns are estimated. It will be noted that the cost 
increases have been related to two different bases, i.e., per cent to manu- 
facturing cost and per cent to conversion cost. Conversion cost represents 
total manufacturing cost less the cost of direct material. While each base is 
useful, we prefer the second, as the application of the general cost increase 
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EXHIBIT 4 


percentage to total manufacturing cost would penalize products having a high 
material content. Material cost increases, other than those in increases in 
spoilage loss ratios, are entirely independent of changes in the cost of com 
verting material into a finished product. 

Also developed from the study was the graph in Exhibit 3, on which s 
shown the changing cost pattern which develops against a changing production 
run pattern. Starting with the 30-day point, note the slow but definite slope 
of the cost increase line until it reaches roughly the 10-day point. From 
that point on there is a sharp increase. This line can be projected for pro 
duction runs as short as 1 or 2 shifts. Such a projection will indicate the 
undesirabilty of this type of business to molders who are interested primarily 
in the long-run type of business. 


Selling Prices Are Checked 


The second phase of our study involved a comparison of the current unit 
selling prices of various types of product and length of production run (order 
quantity), with prices which might have been established had cost pattems 
applicable to varying production runs been available. An illustrative com 
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parison similar to that made under our study is included in this paper as 
Exhibit 4. It is interesting to note how far off the ideal selling price level 
most prices appear to be because prices are influenced by average costs, i.e., 
long production suns substantially overpriced and short runs underpriced. 


















=|! | the Value of the Study 


— The type of cost analysis outlined in this paper should prove to be beneficial 
in any type of business or segment of it. The adoption of a cost accounting 
procedure which recognizes the changing cost pattern which develops with 
a changing production run pattern will result in many distinct advantages 
accruing to management; some of which are: 


|. The ability to price on a sound rather ness that such losses were generally in 
than an average basis. the company's best interests. 

5. The ability to make sound decisions 
(short and long-range) with respect to 
the desirability of expanding specific 

inesses—or even staying in them. 


2. A guarantee of the same per cent return 
on investment or each product, where 
prices are based strictly on cost and 


fixed mark- tage. 
ni ia er es a The determination, in some instances, of 
3. The attainment of a more competitive compliance or non-compliance with the 
position on the long-production-run items Robinson-Patman Act. 
which are more beneficial to the business. 7. A better basis for justification of 
4. The satisfaction in instances of lost busi- on defense work. 
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Organizing New Product Development 


By J. A. McFADDEN, JR. 
Controller, RCA Laboratories, Princeton, New Jersey 


The development of new products can no longer be handled on a bit 
or miss basis. It has become a recognized part of successful business 
operations. This paper outlines the considerations and steps required 
to establish a sound, organized approach to planning and developing 
products for new and wider markets. 


I’ A DYNAMIC INDUSTRIAL economy such as is enjoyed in the United 

organized industrial research must be allowed to remain visionary. Sci 4 
must be encouraged to develop the insight to grasp the product needs Ali 
morrow through the use of the intellectual and physical tools which are made 
available to them. It is mandatory to examine the development potentials 
every art and science. New and ingerel pie iad ae 
important to the continued growth of any company, for the rapid advances ij 
technologies which occur in an industrialized endeavor shorten the life cyde of 
all products. Accordingly, a well-formulated, aggressive research program | 
be constantly pursued to develop new products, and no longer can this problem 
be dependent on hunches, trial and error, industrial know-how, « ps 
scientific notions. 

However, it is not to be implied that product development can be accom 
plished entirely by the research organization. On the contrary, research is only 
one unit of the team necessary to develop new products. The research unit 
merely supplies knowledge in the form of principles and ideas materialized to 
one degree or another. General management and the production, sales, 7 
and finance organizations must participate, in creating a new product for the 
company’s line, if d:velopment of unprofitable products is to be avoided, of, 
equally as dangerous, no products which are developed are acceptable. “= 


Objectives of a New Product Planning Program 


The objectives of a new product planning program may vary considerably d& ¢ 
pending upon the size of the company involved and the industry in which itis 
engaged. However, the objectives should be established to assure that techno 
logical effort and the resultant financial expenditures involved are utilized i in the 
most effective manner. Also, the company viewpoint toward improving 
ucts or establishing new ones must be taken into account. Many companies, 
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sidering their sales dollar volume position in a particular industry as insurance 
against operating deficits, improve their products to maintain this position. 
Others secure the same result and maintain optimurn production volume in ad- 
dition by the introduction of new products. Still others wish to assure an in- 
crease in their share of the available potential in a particular market and accom- 
plish this by analyzing all competitors’ products as to styling, price, performance, 
etc, and improve existing products or develop a new product to achieve a com- 
petitive advantage. = 

One of the most important objectives of a new product planning program 
should be to prevent possible adverse economic effects which can result when a 
company becomes the victim of product non-diversity. This matter of non-di- 
versity is considered so serious in American industry that, when it is not possible 
to develop any new products because of lack of know-how or lack of time to re- 
place a “dying” product, other products, and even entire product markets, are 
acquired by purchase. This is because diversity of product line has come to be 
regarded as necessary product protection. Here, then, is the governing objective 
—increased net profits. A more profitable sales volume can be accomplished 
if, as part of new product planning, there is a systematic elimination of non- 
profitable product lines and, as this is done, new products must be introduced 
which can be produced at lower cost or will command markets and sales prices 
resulting in greater net return. 


Product Planning's Place in the Organization Structure 


Probably the foremost reason for the ineffectiveness of product planning in 
some companies is the lack of a proper organization to coordinate all phases 
of the product planning effort. This is particularly true in the larger companies 
which have separate divisions and subsidiaries or which may have many differ- 
ent product lines. Decentralization of organization and diversification of prod- 
ucts creates many situations and circumstances which tend to defeat effective new 
product development, unless responsibility for this phase of the business is 
properly delegated and a formal organization is established to discharge such 
responsibility. Hence, in management planning for this facet of an industrial 
enterprise, it is important to understand how such an activity is organized and 
controlled. 

To avoid the possibility of lack of interest in new product development on the 
part of those members of management who are primarily concerned with the 
commercial aspects of the business and are governed in their attitudes only by the 
prospect of immediate profit, it is necessary to provide a product planning or- 
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EXHIBIT 1 


ganization, with representation at the highest corporate management level + 


also with separate corporate funds which can be used where and when neces 
sary to finance product development. Much resistance may be encountered : 
production and sales organizations when the cost of new product must be ab 
sorbed in their profit and loss statements. Exhibit 1 is an organization chart of | 
what might be considered an ideal product planning organization. oe 
The vice president or director of product planning should not be confused” 
with the top research or engineering executive. It has been quite often fe 
that products conceived in the research laboratory cannot be sold to the d 
engineer of a manufacturing department or division, due to the development 
expenses which would be required to bring the product to the production stage: 
Such resistance generally stems from the fact that either the manufacturing 
sion is barely holding its head above water, profit-wise, and does not wish i. 
increase its engineering expense or it and the sales organization are “fat ai 
lazy,” so to speak, as a result of a currently very profitable line of products, 
do not wish to assume the production and sales problems usually present ¥ er 
a new product is introduced. Also, the engineering department of the m 
turing division may not immediately recognize the potential of the p 
product and, in some cases, personal animosity and plain “pig-headed” 


ee 


es - 


834 N.A.C.A. BUL 





ad - 
—we wo arswa4 


= 
> 









io et pe 





f J Qh this! . SS ae 


{ap Neatil 
id : Bak, 


vb 


i ign 





vr 
a 2 & 








ie 
ee Ie 
; foes 

















borness have “stymied” the introduction of what might have proven to be a 
very profitable addition to the company's product line. These considerations 
suggest that the merits of having a separate impartial product planning executive 
should be obvious. 

The technical director in such an organization should serve in at least a dual 
capacity. In almost every industry, considerable engineering is required in the 
development, design, and production of the finished product. The first respon- 
sibility of the technical director and his organization is to be alert to and aware 
of the findings of those engaged in basic and fundamental (“blue sky”) re- 
search, for the purpose of ascertaining if the principles of scientific discoveries 
can be applied to existing products or processes for their improvement or, 
whether, by additional applied research and advanced development, new prod- 
ucts or processes can be realized. Secondly, the technical director should analyze 
new product and process recommendations made by the engineering and de- 
velopment organizations to determine whether or not the tooling, design, instal- 
lation service, and production requirements are compatible with the particular 
company’s purposes, facilities, and know-how. Quite often, a research finding or 
engineering recommendation, or even actual inventions, may prove to be revolu- 
tionary in terms of scientific accomplishment but may have no possibility of 
commercial exploitation due to prohibitive cost factors or public welfare impli- 
cations. As a result, such discoveries cannot be priced to attract the general 
public and must be dedicated to the public domain, with no monetary gain ac- 
ctuing to the discoverer. 


Tie-in with Market Research 


The product planning division should include the market research director. 
He must be depended upon, to a great degree, to determine the conditions out- 
side of the company’s organizational orbit which will spell success or failure to 
the product planning effort. Numbered among the areas which must be ex- 
plored by the market research organization, centainly not all inclusive so far as 
some products or businesses may be concerned, are the following: 


- Total market potential in terms of cur- 4. Installation and service problems which 


rent and future consumer needs and/or are not adaptable to the company's 

desires. present organization or will present a 
2, Competitive factors such as technical new field of endeavor with its related 

ability, distribution methods, similar problems. 

products, or brand name monopolies. 5. Advertising and promotion re uirements 
3. The assured cyclical stability of the pres- to assure compatibility with overall 

ent or proposed market, as compared program. 

with the general economy. 6. Special government regulations and 


taxes which may be applicable. 
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In addition to these considerations, the market research director or cc 
should conduct exhaustive market analyses programs to assure, before ac 
funds are expended or invested, that a product which may appear to the enge 
neering, production and sales management to be a veritable gold mine is not; 
pink elephant. 

Many companies are bolstering the effectiveness of their market researd 
ganizations by consulting independent firms of market analysts, p 
when it appears desirable to interview potential customers to determine 
reaction to a proposed product or to analyze a specialized market with whic 
a particular company is entirely unfamiliar or about which little, if anything 
is known. 

There is necessary also a financial or control administrator of the fp 
planning organization. Upon him rests the very important function of 
lating the findings of the technical and market analysts into the dollar and ¢ 
effect that the launching of any new product will have on the present and 3 
financial condition of the company. Threaded into the financial return that the 
new product appears to offer are such considerations as the amount of fixed aap 
ital investment that is necessary, the additional engineering expenditures. 4 
quired to bring the product to reality, the inventory and distribution risks, and 
the credit and collection problems. Of no small consequence are the finand 
valuation of the product's life expectancy in terms of continuing sales volume” 
and the possible additional costs to maintain market leadership when the com 
petition mechanism goes into operation. All of these factors, of course, Ga 
have varying impacts on a company’s working capital position. Hence, the finan 
cial considerations of new product development are of prime importance toa 
company’s top management in establishing priority among the many 
ments which may result from the product planning program. With rising 
and correspondingly high break-even points, it is necessary to increase 
and profitability by product development. Accordingly, in a competitive 
of free enterprise, business managers are more receptive to new products 
will produce the optimum profit return with a minimum risk, rather than 
that entail varying elements of speculation. 


Stages of Planning: Development of the Product 


The first stages of product planning provide the place at which it must bed& 
cided how much will be spent to explore an art or science, pursue an idea, or 
develop a known principle. Usually, an estimate of engineering man-hours aia 
be prepared by the research, engineering, or product planning department whe 
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the problem is known or the principle has been at least established. In cases in 
which the ultimate results cannot be predetermined or the answer cannot even 
be anticipated, it is necessary that the product planning executive, together with 
the other members of top management, decide how much can be spent in a par- 
ticular scientific area. The availability of funds alone, however, does not neces- 
sarily assure that a project will be established and brought to conclusion. If it 
is decided to perform the project in the research and development department or 
the engineering department of a particular product line, it becomes necessary to 
determine the availability of competent engineering talent to assign to the 
project. Often this means recruiting new personnel, assuming they are available, 
or engaging the assistance of commercial consultants or faculty members of 
educational institutions. The same technique is used to move the project through 
the various stages of product development until it reaches the point at which 
it can be transferred to the manufacturing organization for design and pro- 
duction. 

The amount to be spent at each stage is expressed in terms of engineering 
hours or days and the funds may be supplied from the departmental engineering 
budgets or may be supplied from a special corporate fund maintained for this 
purpose. In the latter case, which, incidentally, is a relatively new approach to 
this problem as costs are usually charged to departmental operating expense, it is 
obvious that the age-old squabble about “why should this be charged to my 
budget?” is avoided. In cases in which marketable products result, it is further 
customary to charge back these costs to the product line which benefits, for in- 
dusion in the pricing structure of the new product. Such charges are credited to 
the corporate fund and, theoretically, at least, in a company having prolific 
product development experience, the fund is replenished and becomes a revolv- 
ing reservoir from which to finance future worthwhile projects. 


Stages of Planning: Revenue and Costs 


After a product has been developed and it has been determined that there are 
no insurmountable production or distribution problems and that a potential 
market exists, it is then that the profit and loss statement considerations must be 
faced. The annual sales volume and resulting profit must be determined and 
projected for a period of at least five years. In cases in which it is found that 
either a very small annual sales volume can be generated or the market is of 
short life expectancy, there is a natural reluctance upon the part of management 
to produce the item under consideration, unless there is little or no capital in- 
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vestment required or the product lends itself to present tooling and will 
the level of product volume. 
Assuming that a satisfactory market exists, which will produce a grati 


sales volume for an adequate period of time, the matter of manufacturing cog 
must be considered to assure that the product can be produced at a price th 


will give the company a competitive pricing position while maintaining a 
factory profit margin. There may be a tendency upon the part of manufact 


personnel to under-estimate tooling costs, assembly difficulties, scrap, etc., p 


ticularly if the new product appears compatible with existing production 


how, facilities, and manpower. Accordingly, it is of utmost importance thatae 
curate, comprehensive data be accumulated to permit a complete study for the 


purpose of determining the maximum, minimum, and expected average p 


tion cost of each new product, before a decision is made to incorporate it in , 


company’s product line. 

Some products developed in the course of a company’s product planning pa 
gram will not present any unusual marketing and distribution problems, 
marily because these companies confine their development to companion p 


ucts or have well-established distribution media. However, there may arise ¢ . 
not present in other items in a standard product line. Such costs as special p ‘ 
aging, unusual advertising and promotion methods, and possible installation 


servicing expenses may develop as a result of consumers’ usage and accep 

and must be considered in arriving at the ultimate price and prospective p 
Of very considerable importance in the product planning program is the 

sideration of the impact upon the working capital requirements of the p 


company which may result from the introduction of a new product. In @ ry 
other respect, a new product may appear to be an unusually sound financial ih 
but may have to be abandoned because of a questionable rate of return om iit 


vested capital from extensive fixed capital investment, an extended fabric 
and assembling cycle requiring sizable work-in-process investment, long 
customer financing or unusual credit considerations due to the type of m 
or extraordinary advertising, market, and distribution expenses to gain i 
acceptance. 


There is also the matter of patents and patent rights. The possibility of if 
vention exists at every stage of the industrial research process. Therefore, tit 


financial effect of the patent position with respect to newly-developed pra 


cannot be ignored. If the elements of “use and novelty” are embodied in a 1e9 
product, inventions may be involved and patent applications can be filed by the” 


inventor. The inventor or his assignee obtains, by the patent, a temporary 
tory monopoly and thereby deters competition. Further, monopoly granted by 


838 N.A.C.A. BULLETIN, 





sSsBEBBE EE 


8 


© BE? 3 


a6 23 


enjc 


TEESE 8 


r 
e< o<.o"o wo 37 


the patent can give a company an opportunity to grant competitors a license for 
the use of the invention. Income resulting from such licenses, therefore, is a 
financial aspect of product planning. Even when it may be decided that a new 
product will not be exploited by a particular company, it is often found that the 
patents or patent rights involved are valuable to others and considerable sums 
can sometimes be realized from their assignment or sale. On the other hand, 
when a new product is developed, it is always necessary to determine whether or 
not its construction, use, or sale infringe claims contained in adversely held pat- 
ents. When this proves to be the case, additional financial considerations are 
presented. To kezp from being excluded from the use or sale of the product, it 
is desirable to acquire the patent or patent rights involved either by outright pur- 
chase or by license. In either case, financial outlays are required, which ulti- 
mately affect the selling price or profit margin of the new product. 


Screening New Product Ideas 


Recognizing the various sources of new products and new product ideas and 
establishing an effective screening process to assure sound policies and a produc- 
tive program of product development are the most difficult of the organizing 
and planning problems. Although the responsibility for these areas will rest 
with the formal product planning department, it is vitally necessary that its staff 
enjoy the complete cooperation of top management and every department and 
employee of the company expected to contribute to the effort. 

New products and new product ideas can emanate from any part of a business 
and, therefore, every individual in a company should be conscious of this pos- 
sibility and should be encouraged to alert the product planning department to 
circumstances which may, upon further investigation, lead to valuable new 
products or improved processes. Numbered among the many sources used by 
leading companies to obtain product ideas are the following: 
seers beeel cx pe datos ced oes a 

or fundamental research area. 4. Suggestion ams with monetary in- 

Periodic examinetion by patent attorneys centives available to all employees. 

of each engineer's notebook, maintained 5. “Brain storming” sessions on a regular 


by those engaged in the fields of fun- basis for technical el, to produce 

damental research, applied research, ad- qonasel iutdinabenl abate, 

vanced development and product design 4 4, impartial, high calibre program of 

and engineering a ideas submitted by the general 
pu 


It would appear that the method of screening new product ideas might vary 
from company to company, industry to industry, and perhaps even from product 
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to product. On the contrary, it is found in practice that, although certain 
of the screening process may not bear the same weight in each case, it is, 
theless, a requisite to examine every angle of a potential new product to 
its possible effect on the business as a whole and, in this respect, a standard 
screening process can be adopted which, with slight modification, will serve any 
type of endeavor or enterprise. The general objectives of new product f Me 
do not vary substantially, regardless of the company or industry. Also, thew x 
always exist engineering, management, production, sales, finance, and, frequently, z 
patent considerations in the choice of additions to a company’s product line, 
Therefore, a formal method of measuring the advantages and ¢ ages 
of new product ideas is appropriately developed, which will reduce to a , 
mum the amount of speculation contained in a decision to launch a new prod 
uct. Many companies accomplish the screening process by the use of sta 
check-lists which are submitted to the key departments heads concerned wil 
engineering, sales, distribution, finance, patents and production, as a gui i , 
evaluating the merits of a proposed new product. On the basis of the data sup 
plied by each member of the operating management, the product planning de 
partment can, after considering the results of its impartial technical 
market research and financial evaluation, determine the merits (or 
merits) of the new product and can recommend to top management, acc 
ingly. Variations of the check-list technique of screening are found in the use 
of arithmetical rating systems, return and investment ratio indications, #nd 
other evaluation methods. When planning product development, it is only nee 
sary to provide, in the screening of new product ideas, for a realistic app 
of all the factors inherent in the creation, manufacturing, and merchandisi 
any new product. The technique by which this is achieved is relatively 
portant, so long as it is accomplished. 


Keeping Planning in Line with Profitability 


It is fundamental that, in the American system of free enterprise, the profit 
motive be ever present. Therefore, if industrial managements will a nize 
plan, and finance a sound program of new product development, if produ 
and sales organizations will take reasonable attitudes concerning its offer 
and if research engineers do not let their hair grow any longer than their @ - 
panies can afford, the standard of living, general good health, and national s i 
curity of Americans will not only be maintained but will increase at a rate fap 

4 
.] 


beyond previous experience. 
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Accounting Procedures to Facilitate Control of 
a Major Construction Project 


By McCREADY S. YOUNG 
Superintendent of Production Planning, Lone Star Steel Co., Dallas, Texas 


Many companies are presently engaged in planning facility expansions 
involving the expenditure of large amounts of money. This paper 
presents a review of the principal aspects of such a project, with 
particular emphasis on the variety of methods available for effecting 
control of expenditures. 


<omn NTING FOR CONSTRUCTION activities has not been made the subject 

of a text book so far as I know, and seldom of articles in accounting pub- 
lications, although an activity as important as construction has accounting 
problems peculiar to it. In the following pages we will- endeavor to touch 
upon the highlights of the problems and how they were met in an $80,000,000 
plant expansion program undertaken by a steel producing company located 
in the Southwest. 


Expansion Plans are Made 


The original production facilities had been erected in a manner favorable to 
future expansion. When the time appeared appropriate, the management of the 
company engaged a consulting engineering firm to determine the plant layout, 
make suitable market studies to determine the products to be manufactured, and 
to perform certain other functions which could not be performed by company 
personnel. The engineer studied the total requirement of the company, taking 
particular care to relate the production capacities of existing facilities to the 
proposed capacities of the new facilities so that a balanced operation would 
result. Such an operation would ensure that any level of operation of the total 
plant would provide comparatively the same level of operation for each depart- 
ment or section o* the entire company. 

After the financing was secured, (a considerable but separate problem not 
treated here) there remained the problem of determining the organization for 
the performance of the work. A general contractor was selected to provide the 
necessary construction organization. In the contract signed between the com- 
pany and the contractor, certain portions of construction administration were 
agreed to be performed by the company. The general contractor was required 
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to provide field supervision, employ the construction forces of all trades a 
them, issue purchase orders for the acquisition of the materials and sup 
which were required by the project, provide earth-moving equipment and oth 
construction machinery, maintain a general ledger and certain other accountin 
records concerned with the cost of erecting the facilities, and submit period 
statements regarding the physical and financial progress of the work. 


For his part, the engineer was requested to complete the task of desig ng 


the facilities and to provide necessary drawings, blueprints, specificati 
etc., for this erection. As a part of this assignment, the engineer secured bi 
from suppliers of major construction items, reviewed the proposals, submitte 
and made engineering recommendations to the contracting officer of the com 
pany regarding the equipment most suitable and most desirable for installatig 
in the facilities being erected. 
Based upon the recommendations of the engineer, the company negoti 
for, and purchased, the major items required for the construction pre 


The contracting officer of the company negotiated during the period of of 


struction more than 460 individual contracts averaging in dollar magni 
from $5,600,000 down to $53.21. The largest contract was for heavy 
shaping and forming machinery, the smallest was for spare parts 


for repair and maintenance of some of the new equipment installed duriny 


construction. 
As an adjunct to the assignment of placing major contracts, the contract 


officer was also charged with expediting the rapid completion of the contr te 


work. Much of the expediting activity was concerned with visiting the 
tract suppliers to make sure that their work schedules involving the ¢ 


ment required by the company were being pressed with proper vigor. Soa 7 


assistance in this effort was obtained from assigning as expediters, in p 
instances, the men who were to supervise the facilities when placed in oper 


This proved a most effective method, not only of expediting but also of 


familiarizing individuals with the items of equipment which they were 
operate. It also provided a means of gainfully occupying these key operatif 
personnel during the period of construction. It is our opinion that this € 
pediting service, conducted in the suppliers’ plants, would be desirable 
any construction program. 


Activity Moves to the Construction Site 


The engineer with his staff of draftsmen, designers, and field men determi 
the work to be performed and issued drawings to describe it. These w 
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reviewed and approved by a project manager representing the company. The 
purpose of this review was to make sure that all the desires and requirements 
of the company were being met by the engineer's design. The project manager 
had the authority to speak for the company in regard to any matters pertaining 
to the construction program and his small staff was composed essentially 
of “trouble shooters”. From the project manager's office, drawings and other 
necessary information were transmitted to the general contractor. 

Continuously auditing the activities of the contractor was the company’s 
construction auditor, whose duty it was to ascertain that all the various stip- 
ulations placed upon the general contractor, the engineer, and contract suppliers 
were met and that the company complied with restrictions imposed by the 
financing institution. 

Two basic documents, the administrative procedure manual and the con- 
struction cost estimate, were developed. These provided the control required 
effectively to administer the total construction program. The administrative 
procedures manuel outlined in detail the practices and procedures to be followed 
for the hiring of personnel, the purchasing, receiving, warehousing, and issue 
of materials, the meeting of payrolls, the maintenance of general and cost 
ledgers, and other suitable administrative procedure matters. This manual 
was prepared by the general contractor under the terms of his contract. Upon 
completion, it was submitted to the construction auditor for review, after 
which the latter submitted for management approval an audit program which 
was related to the procedures described in the manual. 

The construction cost estimate was prepared by the engineer. It detailed 
each and every part of the total construction program and was suitably 
sectionalized to recognize the major areas in which construction activities were 
to take place. The estimate was individually coded by the major sections 
of the project, with further coding providing for increasingly finer details of 
construction, to the point of permitting careful cost control of each phase. 
This cost estimate (which was prepared in time to be used as the basis for 
the financing program) was the basic document in determining the efficiency 
of construction operations. 

From this point forward, the activities in administering and auditing the 
construction project were very similar to those practices observed by alert business 
companies today in ordinary day-by-day transactions. However, to illustrate 
this in the particular terms of a construction project, the following paragraphs 
will outline the procedure used for the acquisition of construction materials and 
the timekeeping for and paying of the construction labor forces. 
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Purchasing Procedure for Construction Materials 


at | 
When one of the draftsmen for the engineer completed a dra loca 
bill of material was prepared, specifying the kind of materials required, wil mat 
complete specifications for any special or unusual items. The drawing, y of « 
its bill of material, was passed to the office of the company’s project mana equi 
for review and approval, after which it was transferred to the enginee: (de 
section in the organization of the general contractor. Here an engineer gm §§ ma 
viewed and made appropriate notations on the drawing, indicating the esti note 
number of man-days which would be required to perform the work, to « 
it fell in construction sequence, etc. The bill of material was then p repa 
the purchasing department. Normally, on common construction supply to er 
such as valves, wire, nails, or lumber, several hundreds or several t M 
relay ma icy me SE el ware 
warehouse, to be drawn from stock as required. pret 
At the purchasing department, the bill of material was routed to the p fact 
buyer, Each buyer was charged with a specific area of purchasing, e.g. secti 
items, machinery and parts, lumber and cement, etc. By terms of the a orde 
struction administrative procedures manual, each buyer was required to secure were 
least three competitive bids on items purchased. This restriction helped to ens mati 
a broad range of suppliers, which tended to keep prices in line and, furt prep 
helped to develop supply sources. As replies came in, the buyer in chal audit 
of the particular commodity listed the quotations in which he was interest these 
Bids were accepted by item, rather than overall, to achieve lowest cost. Th vouc 
was possible because it was clearly understood by all suppliers, that the a Al 
pany reserved the right to accept any part of any bid. regu! 
With the bid tabulation complete, purchase orders were prepared. invoi 
of the requisition or bill of material, requests for quotations, the bids w We | 
mitted by the suppliers, and the tabulation of the bids were attached in eat ) over 
case. These purchase orders were signed by the contractor's purchasing agent 
or, in his absence, by the office manager. They were then transmitted @ Surv 
the office of the project manager for review and approval through counter 
signature. Daily during the peak of construction activity, and less frequen a 
as activity decreased, copies of all purchase orders were transmitted to # ploye 
office of a resident engineer representing the financing institution, for | j oi 
review and approval. As he had the authority to withhold disbursement 
funds for construction, all major purchases were discussed with him a 
to release of the purchase order. be 3 
All material shipped to the construction project was directed to the <i = 
a MAR 
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struction warehouse or, if the material was not of a nature to be received 
at the warehouse, a member of the warehouse staff was dispatched to the 
location where the material was to be received, to identify it and prepare a 
material receiving report. A material receiving report was made for the receipt 
of every item which came on the construction project. This included rental 
equipment, purchased construction equipment, purchased materials and supplies 
(defined on purchase orders negotiated by the general contractor). In a like 
manner, all materials which were sent from the construction site were duly 
noted in a shipping record. This record was prepared to cover material sent 
to others for fabrication, worn tires sent to outside shops for retreading or 
repair, etc. Subsequent material receiving reports were carefully cross-referenced 
to ensure return of materials sent out. 

Members of the audit staff of the construction auditor were located at the 
warehouse for the purpose of verifying the accuracy of the receiving reports 
prepared by employees of the contractor. If the receiving reports were satis- 
factory, they were stamped “approved” by the auditor. In the accounts payable 
section at the contractor's office, the material receiving report and the purchase 
order were matched. Upon receipt of the invoice, the necessary comparisons 
were made and a form titled “request for approval for payment,” which sum- 
marized the accounting data shown on the purchase order and the invoice, was 
prepared. The form and all attached material were sent to the construction 
auditor's staff for prior review and approval. Only after exhaustive audit were 
these items approved and returned to the contractor for preparation of the 
voucher check. 

Although the foregoing procedure may sound complicated, it differs from 
regular practice of most firms today only in the requirement for pre-audit of 
invoices by the disbursing office, in addition to routine accounts payable audit. 
We feel that this activity was very important in retaining the company’s control 
over funds during the progress of construction. 


Surveying the Payroll Procedures 


At the personnel office, whenever a man was employed, a copy of his em- 
ployment form, was given to members of the audit staff located in the payroll. 
and personnel offices. A file was maintained by the audit staff separate from that 
maintained for the ordinary functioning of the payroll office. During the week, 
as work was takirg place, members of the contractor's payroll department made 
field tours on a continuing basis to observe that men who had reported for 
work were actively working in the construction area. Each day, a member of 
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the payroll audit staff selected at random the payroll numbers of various met 
who had reported for work that day. The audit clerk determined where the 
were working and located them. It was well-known to all of the men on th 
payroll that these daily checks were being made and we feel that this served 
ensure the attendance on the job of the men who entered the gates and 4 re 


subsequently paid. 


At the end of a work week, when the payrolls were prepared, the entire pay. 
roll was audited by the payroll audit crew to ensure that correct rates were ap 
plied (as evidenced by separately maintained payroll authorization forms) 
that the hours worked (as shown on the payroll) were those reported on th 


daily time register as verified by the field time checkers. After the payroll ¢ 


were prepared they were distributed to the men from the payroll office, d 


irregular intervals, the pay checks were collected by the construction a 
who personally made payment to the men. Normally, the men collected 
checks Friday evening at the time they passed from the work areas. We 


much pleased by the effectiveness and workability of our payroll control 


cedure. 


Keeping Track of Costs and Comparisons fo the Estimate 


We come now to the broader controls, to ensure the integration of all ¢ - 


struction accounting. Each contract placed by the company at its home offi 


was recognized by the preparation of a requisition, and subsequently a purc 
order, at the construction site. All purchase orders were posted to a commit 
control in a set of ledgers maintained by the construction auditor. 


monthly statements of construction progress, the commitment liability and t , 


| 
: 
; 3 
ss 
; 
% 


cash expenditure were shown to indicate the status of construction insofar; ; 


financial developments were concerned. These cash expenditures and con 
ments were shown in relation to the estimated cost of performing the 

a means of determining any overruns or underruns which might be re: 
Overruns were immediately investigated to determine their cause. 


As each portion of the project was finished, a field representative of the : 3 
gineer issued a notice to all affected parties stating that the construction accouit, 


was complete and that no further charges could be made to the completed 4 


count. In the construction auditor's: office, all costs relative to the particular vo 


count were accumulated, the total cost was determined, and the account # 


closed for bookkeeping purposes. At that time, any underruns were recogni 
The difference between the estimated amount and the amount spent to com 
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the work was placed in a contingency account for application to accounts which 
may have been overrun in comparison to the estimate. 

As stated previously the construction cost estimate was prepared by the engi- 
neer and provided estimates of construction cost down to detailed parts of the 
total construction project. As a measure of control and to provide the necessary 
cost accounting, all contracts, purchase requisitions, requisitions for release of 
materials from construction warehouses, weekly payrolls and other documents 
which indicated incurred cost, were coded to show the point in construction at 
which the indicated materials and labor were expended. The coding of ex- 
penditures was provided by a cost engineer and his staff, who were part of the 
organization provided by the general contractor. 


Setting Up Funds for Disbursement 


An initial fund of five million dollars became the general construction fund. 
Checks to draw from this fund could be signed only by the president, executive 
vice president, or controller of the company. A second fund, known as the 
construction fund operating account, was separately established. Signatures ap- 
proved for release: of funds from this account were those of the chief account- 
ant, office manager, or construction superintendent of the general contractor, 
countersigned by the construction auditor or project manager of. the company. 
Alternatively, one of the latter two individuals’ signature together with either 
the president or executive vice president of the company would suffice. Vouch- 
ets prepared to pay vendors were normally signed by the office manager of the 
general contractor and the construction auditor representing the company. Pay- 
ments to the general contractor made from this fund were signed by the con- 
struction auditor end the company’s executive vice president. 

At weekly intervals, or more frequently if necessary, the consrtuction auditor 
would request reimbursement of the operating fund, supporting his request by 
copies of the vouchers issued during the week. Following review and approval 
of this reimbursement request, funds were drawn from the general construction 
account and deposited to the operating account. At monthly intervals, the con- 
struction auditor prepared a statement which tabulated the expenditures by de- 
tailed construction accounts for the preceding month and recommended reim- 
bursement of the general fund. Upon approval of the statement requesting re- 
imbursement, the financing institution authorized release of funds, which were 
deposited to the general construction fund. 

Any cash receipts in the form of payments of freight claims filed, return of 
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deposits on returnable containers, sales of miscellaneous scrap, etc., were t . 


cont 
mitted to the company’s home office for deposit in the general construction f pene 
such 
Escalation—and Methods of Calculating It the | 
Many of the contracts which the company placed were for equipment = 
requiring many months to design, fabricate, test, and deliver. Both the base 
facturers of such equipment and the company recognized that prices might j A 
crease or decrease during that extended period. They agreed to suitable escala tend: 
tion clauses in the contracts, which would protect the profit margin of the si mani 
plier in the event that prices rose during the period and would permit s; ing payn 
to accrue to the purchaser should the wages of labor or price of materials de moni 
crease. An escalation clause in a contract, if properly established, will not ¢ mean 
additional costs which might result from a manufacturer's inefficiency. ; have 
Manufacturers who have a well-developed cost accounting system and wh Th 
can Boe: detailed records of the estimated costs represented by the base a m4 be st 
tract price and make accurate comparisons to their actual experienced costsa recor 
the completion of the work, usually prefer to bill on the basis of the actual ¢ cost 
changes experienced during the period of manufacture. Companies which « numt 
not have a well-developed cost accounting system or the manufacturing ; proxi 
grams of which are largley governed by influences beyond their one : The | 
quently prefer to rely upon index numbers. The most frequently used indiggg) result 
are provided by the statistical services of the Federal Government all | and | 
printed in the Department of Commerce's “Survey of Current Business”. Other = marg’ 
sources in which index numbers are posted include “The Federal Reserve Buk 
letin”, “Business Week” magazine, “Construction Review”, and other gove n | 
mental or private publications. = 
One acceptable way of applying index numbers is to take the index nut In 
at the date of signing the contract (which thus corresponds to the prices f cant ¢ 
labor or materials as represented in the contractor's estimate of the cost of prt duct 
ducing the equipment for which the contract is negotiated) and deduct it fi 18 ap 
the index number from the same source, appearing at the date when the com of ‘th 
tract equipment is delivered to the purchaser. The difference between the just b 
numbers divided by the beginning number will give the percentage of inc ne 


or decrease occurring over the entire period. This percentage, applied to F 
base contract price, determines the amount of escalation to be paid. : 
A second method of applying escalation index numbers, recognizes that # 
manufacturer applied labor and material to the performance of the 
manufacturing the equipment during the entire period between the tif 
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contracting and the time of delivery. The further assumption is that these ex- 
penditures were made in equal amounts during every month of the period. In 
such case, a simple average is taken of all index numbers from the beginning of 
the period to the date of delivery of the equipment. This simple average is then 
compared to the beginning index number. The percentage is derived by dividing 
the difference by the beginning number. This percentage, then applied to the 
base contract price, determines the escalation applicable. 

A third method gives a weighting effect to the monthly index number by ex- 
tending it by the actual labor dollars or material purchases incurred by the 
manufacturer during the month to which it applies. In the event that progress 
payments are stipulated by terms of the contract, the actual progress payments, 
month by month, might well be used to weight the monthly index number as a 
means of determining the actual effect that each month’s expenditures should 
have on the total escalation. 

The most accurate recognition of either upward or downward escalation will 
be secured by using actual cost experience, when properly supported by the 
records of the manufacturer, assuming he has a well-established and accurate 
cost accounting system. When index numbers are used, the weighting of index 
numbers by actual expenditures, month by month, will ptovide the closest ap- 
proximation to actual increases or decreases experienced by the manufacturer. 
The first method described, when applied at the end of a period of rising prices, 
results in reimbursing the manufacturer not only for increased costs of labor 
and material, but also increases his profit. Conversely, of course, his profit 
margin is decreased in a period of falling prices. 


The Story Told 


In the preceding pages has been told, rather briefly but not without signifi- 
cant detail, the story of accounting controls, contract based, applied to the con- 
duct of a large construction project of the type which has become familiar and 
is apparently to remain so in the foreseeable future. Some of the organization 
of the project, itself, has doubtless appeared “between the lines.” In fact, it is 
just because the procedure so satisfactorily integrated with the physical features 
of the project and encompassed its various phases, that it has been narrated 
here for the benefit of others who may be interested. 
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Accounting’s Part in Defense 
Contract Terminations 


By EDWIN P. JAMES 
Manager, Contract Department, Controller's Division, Collins Radio Company, Cedar Papi, ly 


In our present economy many companies are involved in business with 
one or more of the services or government agencies. In the face of 
rapid technological advancements and policy changes, the possibility 
of contract termination is always present. This paper provides a 
comprebensive outline of the accountant’s responsibility and duties in 
arriving at a settlement. 


4} dpecempenniiiiessess AN INVOLVED WORD! One short telegram from 
ernment agency terminating a contract in part or in full for the cc 
of the Government sets into motion the intricate wheels of preparing a sel 
ment proposal, with its attendant inventory schedules, subcontractor cla 

and dozens of other details. There is a special reason, in our line of busi 
be ready for this. Due chiefly to swift technological advances, the electn 
and aviation industries are more than normally subject to government te 
tions. As a result, we feel we must be ready to take necessary expeditious adion 
when a termination occurs. wl 
In order to accomplish this purpose, a contract termination proceds 
been promulgated at our company, which outlines in detail the steps to be 
formed by each company division. A summary of action required by the vati 
divisions follows: 4 
|. Contract administration department — and diverting materials. 
Upon receipt of notice of termination trol unit) of 
fro relatin 
instructions. Sabet claim for settlement. we age) Riper 
‘ inowadgment change ofce fo the oy 
inal Issue @ y open Bang tenance and disposal of the 
products of service Raper of torneo re 


sales production order change notice ~y& 
the pe oy quantity. y. Stop issuance 

hy ey 4. Purchasing open Sae 
po. and for disposition notices. lev euboonl — A ‘ 
Manufacturing department — (Termina- outstanding ~ d the od 
tion coordinator) Expedite termination tract. Send telegraphic 
activities, such as stopping production tice to vendors involved. 
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chase change orders. Review subcon- 6. psa eyes ars invoices. Prepare ter- 
tractor claims and assist in negotiaton mination tabulating reports as 
of settlements. poe na — and : 
Research and development department— applicable to termination, if any. 
' (Termination coorcinator) Expedite com- Analyze advance and progress payments 
a with termination notice. Provide affected. 
jaison with other divisions. Assume re- 7. Controller—Assume over-all responsibility 
sponsibility for collection, safekeeping for termination claim. Analyze and allo- 
and disposal of engineering termination cate all costs. Assist termination coordi- 
inventory as instructed. Cancel or mod- ‘actor claims. 


nators. subcontr 
ify engineering projects. Prepare all final termination forms. 


It can be seen from the above outline that the controller's division has the 
over-all responsibility of handling the termination. It is essential that one di- 
vision be given that job. Otherwise, a termination lags, with no one at the 
controls. Inasmuch as, in the final analysis, termination clains are based on 
accumulated costs, the controller's division seems to be the best place to center 
the responsibility of producing a final settlement proposal. This article will 
follow the broad outlines of discharge of this responsibility. A termination 
daim logically falls into two divisions—the firm’s own claim and the claims of 
its subcontractors. ‘These will be taken up in turn. 


Booking and Supporting the Company's Claim 


Costs of a terminated contract are accumulated from various tabulating runs. 
They are removed by journal entry from the accounts to which charged and 
placed eventually :n termination cost of sales. However, this statement tele- 
scopes the procedure. Initially, the standard cost of purchased parts, finished 
components, and finished product is transferred from the regular inventory ac- 
count involved to the termination inventory account. Applicable variances are 
then removed from the regular accounts to termination inventory, bringing the 
cost up to actual. Any pre-production charges, such as tooling, industrial engi- 
neering and collateral engineering, are also transferred to termination inventory. 
The final balance in the termination inventory account is transferred to termina- 
tion cost of sales and the gross termination claim is placed on the books by 
debiting termination accounts receivable and crediting sales. Charges for indi- 
rect material expense and general and administrative expense ate not allocated 
to the terminated contract by a specific journal entry but are pro-rated to all 
contracts on an overall basis. 

If a claim is settled for the full amount proposed, cash is debited and termina- 
tion accounts receivable credited. However, usually, adjustments have to be 
made for disallowances or disposition of termination inventory. Subcontractor 
daims are cleared through the termination accounts receivable account, with cash 
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debited as funds are received from the Government and credited as t 
forwarded to the subcontractors. : 
Diversion of parts to other contracts after they have been placed in arr 


tion inventory, due to new requirements arising and made possible by a ter 
tion inventory status report, poses a problem of related entries. Removal ; 


part automatically charges the standard cost to the contract affected and er 


termination inventory. A special journal entry is then required to debit 
tion inventory and credit termination cost of sales (since the value of 
mination inventory has already been transferred to termination cost of % 
for the standard cost and to charge the contract receiving the part and 
termination cost of sales for the applicable variance. 

Beneath and in substantiation of these entries, there are many other 
to be handled from an accounting standpoint, when a termination comes. * 
major ones are detailed below: 
|. Analyze sales orders, production orders moat be cllecsted betwecn. sai 


and other job assignments against the nated and unterminated portion ¢ 
terminated contract. contract. 
. Study contract file, cost estimati a Secure list of physical inventory | 
and other pertinent background i equipment, — tools, dies, 
tion, and prepare summary of significant tures, etc., from appropriate | 
points for termination file. ments and prepare Termination 
. Verify that terminated quantities on all Schedule D based on accounting 
work-in-process orders have been can- 7. Maintain a record of settlement 


celled and that per cent of completion including not only charges to the te 


of work-in-process inventory is realistic. nated sales order, such as 

If any of the terminated items have been termination inventory, but also 
completed but not shipped, confirm that as labor of supervisory and 
the ones not authorized to be shipped tive Per, pe 

after effective date of termination by graph, obsolesce 

the contracting officer are moved from ance, storage, on plant 
finished goods to termination inventory a ea Any settlement expense ine 
and are included in the claim at contract n the termination claim which he 
price. hand charged to the 


, 


: 
; 
= | 
7 


In the case of a partial termination, make order must be transferred out of . 


an analysis of equitable allocation of overhead accounts. 
costs between units delivered or to be 8. Participate in inventory taking d 
delivered and terminated items. Any in- wet hed of of counts on 


crease in per unit cost, due to spreading Mahery tage lo Ge meal ver 


of start-up costs over a smaller quantity, area. 


An Aside on Fixed Fee Contracts 


Terminations of cost-plus-fixed-fee contracts are different from termifia 
of fixed-price contracts in that settlement may be limited to the fixed-fee@ 
clude both costs and fixed-fee. Percentage of completion is the usual basis 
adjustment of the fixed-fee. If the contractor selects the fixed-fee meth 
may continue to submit regular reimbursement cost vouchers (Form 103 
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costs incurred and include only the earned portion of the fixed-fee on the ter- 
mination settlement proposal. If he selects the cost and fixed-fee alternative, 
he is not permitted to use, during the same period of time, both Form 1034 
cost vouchers and the settlement proposal in presenting his costs. The final set- 
tlement proposal, however, under the latter method, may include all costs in- 
curred in performance of the contract, which have not been previously reim- 
bursed or finally disallowed. Apart from this paragraph, points made in this 
aticle relate to fixed price contracts. 


Basis of Settlement Proposals 


Settlement proposals may be submitted on a total cost or inventory basis, with 
the latter method preferred by the Government. In any event, a firm must ac- 
count for all termination inventory. Under a total cost basis, all costs incurred 
are summarized by element, such as direct material, direct labor, indirect fac- 
tory expense, etc., rather than by type of inventory. The total cost methed is 
used when the inventory basis is not practicable or will unduly delay settlement. 
A contract which has barely begun or one involving complicated re-work and 
other technical aspects are examples. Special permission must be obtained from 
the contracting officer to file a termination proposal on a total cost basis. 

Although there are many problems in a termination, the emphasis is on ter- 
mination inventory, whether the claim is filed on an inventory or total cost basis. 
The controller’s division must maintain close coordination with the manufactur- 
ing and engineering divisions, which forward initial inventory lists on a com- 
pany form. (Exhibit 1.) From this information, plus descriptions furnished 
by the engineering catalog department, plus its own cost records, the controller's 
division assembles the final termination inventory schedule. Usage of termina- 
tion inventory is encouraged through company-wide distribution of tabulated 
report on termination inventory status. 

Other costs, such as indirect material expense and miscellaneous costs, are 
then added to the basic inventory cost to arrive at a final proposed settlement 
after application of general and administrative expenses and profit rates. If 
deemed appropriate, a reasonable scrap or salvage offer is included. A completed 
schedule of accounting information is forwarded in each case. This form, al- 
though quite often neglected and inadequately completed by contractors and 
subcontractors alike, is highly important in that it furnishes valuable background 
information covering the firm's accounting system, which is of great importance 
in final audit and settlement of the claim. If the claim is sizable, an application 
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for partial payment is also submitted. In this manner a contractor may 
(say) from 90 per cent to 100 per cent of his basic costs in advance of the 
settlement. 

The provisions of Section VIII of the Armed Service Procurement Re; 
are followed on all termination proposals. In addition, it is well to be familiar 
with the requirements of the various services as to number of forms, inventory — 
descriptions, etc., as ASPR covers only the broad regulations and each Service 
has its own detailed instructions. 
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Processing Subcontractor Claims 


we 1 do 


Rare indeed is the government termination which does not produce a an 
contractor claim. In many cases, settlement of such claims become involved due 
to inventory usage, placing of additional orders for the same part, or basic dis- 
agreement on markup factors. Many small subcontractors with little termination 
experience find the various termination forms rather involved and cases of i incos- 
rectly prepared claims are common. 

The initial action in handling subcontractors on a termination is up to the | 
purchasing department which, in conjunction with the production control de — 
partment, determines which parts affected by the termination and covered by — 
pending orders with subcontractors cannot be diverted to other jobs or contracts, 
Telegraphic notices of termination are immediately forwarded to the firms in- — 
volved, advising them to cease work. This is followed up by a purchase change 
order confirming the termination, a letter of instructions in regard to termination — 
procedure, and the forwarding of a standard form for the subcontractor to indi- 
cate whether or not he plans to file a claim and, if so, whether it will be over or 
under $1,000. By indicating he does not intend to file a claim, the subcontractor 
automatically signs a release of liability. 

As these subcontractor termination reply forms are returned, they ate for 
warded to the controller’s division, which also receives copies of all termination — 
purchase change orders and subsequent changes to the affected vancheee aul r 
A master control sheet is then set up by the division, in subcontractor alphabetical 
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CHECK LIST FOR OFFICE REVIEW OF SUBCONTRACTORS' 


1. REVIEW CLAIM FOR GENERAL COMPLIANCE: 
(a) Proper forms used and complete with required number of 
copies. 
(b) Contract reference and termination date correct 
(c) Proper signature on: 
(1) Settlement Proposal Certificate 
(2) Inventory Certificate 
(3) Accounting Information Form 
(4) Verify all clerical computations. 
(e) Check figures in’ section II to —— schedules. 
(f) See that all blanks are pleted hecked as not 
applicable. 
Verify amounts shown as previously invoiced. 





(g) 


2. 





APPRAISE REASONABLENESS OF CLAIM: 
(a) By comparison with total amount of original order. 

(>) By comparison with original price of terminated quantity. 
(c) Evidence of profit or loss which subcontractor would have 

experienced if contract had been completed. 

(ad) By reference to status of deliveries at tion date, 

3. ASCERTAIN THAT COSTS INCLUDED REASONABLY APPLY TO TERMINATED 
ITEMS ONLY 





4 CHECK FOR PROPER COMPLETION OF SETTLEMENT PROPOSAL SCHEDULES: 
(a) Schedule B - Other Costs. Must be itemized and supported - 
by detail 
- (b) Guhatuhe 7 General & Administrative Expenses. Check 
r and d t of rate. Examine detail 
of expense included and base used. 
(c) Schedule D - Profit. Apprai bl in the light 
of rate included in bid ‘and probable rate which would 
have been experionced had tract been leted 
(ad) Schedule E - Setti tt Expenses. Ascertain the type of 
xp included and hod of determining 
(e) Schedule F - Settl ts with Sub eters. Must be 
supported by subcontr: ttl » office 
review by higher-tier subcontractor and required certifi- 
cates. Must include subcontractor's recommendation for 


























approval. 
(f) Schedule G - Disposal or other dit Must tai 
sufficient detail and includ bcontractor's offer for 





salvage or scrap which amount is to be deducted from the 
amount of the claim. 


5. REVIEW SCHEDULE OF ACCOUNTING INFORMATION TO ASSURE THAT 
SUBCONTRACTOR'S SYSTEM IS ADEQUATE FOR TERMINATION 
PURPOSES. 


6. INVENTORY SCHEDULES: 
(a) Must be prepared on prescribed forms, be as complete as 
possible and show date, classification, prime contractor, 
tor's lete address, location of material, 
product or item covered by order, tract and ‘s 
reference number. 


(b>) All property on inventory schedules must be adequately 
described. Classification must be sufficient to permit 
proper screening. Description should include: item 

iption, government part or drawing number, 
condition code, quantity, wait of measure, unit cost, total 
cost, pe age of pletion (work-in-process), and 
subcontractor's offer. 














(c) Subcontractor must sign Termination Inventory Schedule 
Certificate in required number of copies. 


(4) When in doubt refer to applicable service instructiona or 
discuss with Plant Clearance Officer (AF) or Inspector 
of Naval Material. 
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order, including the following information: subcontractor’s name, purchase the 
number, date waiver of claim received, purchase order quantity with Price a be 

total amount, terminated quantity with price and total amount, claim-tec 
date with price and amount, and final negotiated amount of claim. ; 
In the meantime, if deemed appropriate, the controller's division advises the f 
contract administration division to request permission to settle subcontrad a } 
: 


claims under $1,000 without prior approval of the contracting officer. In 
instances, such authorization may cover claims up to $10,000. The sett 
of subcontractor claims is thus greatly facilitated, although such settlem 

subject to periodic selective review by the contracting officer, who may t 


the authorization if he determines that the contractor's procedures are not ade sath 
quate or that improper settlements are being made. In securing an initial Gor 
proval from a particular Service, it is necessary to forward a copy of the vend 
ard termination procedure, and data concerning company termination exper bees 
as well as general background information. cont 
As soon as a subcontractor claim is received, an office review is made, fi wbe 
by the accounting section and then by the purchasing section, with a final revies “ 
by the controller's division (Exhibit 2). The data compiled goes into detail mat - 
we find its compilation necessary in order to secure final government approval - subc 
of our settlements. As a result of the office review, any one of the foll = 
actions may be in order: ” 
a ness 
|. Accept claim as submitted. 4. for audit by prime ¢ jor, tlem 
* ection, addtional Information, or com. to negotite wolament (ebject fe gm 
= with applicable regulations. ernment approval). ? Ter: 
. Request audit of subcontractor's claim oy 
by the government. tr 
Disposition of subcontractor’s termination inventory is usually a problem becat 
If we desire to acquire it at a price below the value included in the terminati a mach 
claim, prior approval is required from the contracting officer. If the subcom ficult 
tor has made a scrap offer which is considered reasonable, he must sign # scrip is a 
warranty form. If it is considered that the material has value over and abowe US: 
scrap, at least three sealed bids will be required. In any event, a subcontradiot any 
must not dispose of his termination inventory until he has received instructions a a 


from us to do so, which may in cases require also approval of the cont 
officer. 
After a final settlement has been negotiated with a subcontractor, a oan 
mental settlement agreement is prepared and signed by both parties. Our lege 
staff has developed a settlement agreement form which has been recognized iy 
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the Government as distributable to other contractors as a sample of what should 
be included in such a form. Briefly, it encompasses the following points: 
|. Identification of the parties involved, 3. Statement of final gross settlement, par- 


contract terminated, purchase order ter- tial payments, property disposal credits, 
minated, quantity and description of and final net settlement. 

item terminated, and effective date of 4 Release of liability after payment of 
termination. agreed amount. 


2. Certification as to allocation and dis ” 
sition of boutons and the rights of The 5 pet + # rights and liabilities of parties 


parties to it. 

If we have authority to settle a subcontractor’s claim under contracting officer 
authorization covering small claims, we request the amount involved from the 
Government under an application for partial payment and forward the amount 
due the subcontractor as soon as it is received. If advance funds have already 
been received in one form or another, immediate payment is made to the sub- 
contractor. In cases in which authorization to settle has not been granted, the 
subcontractor’s claim is forwarded to the contracting officer, along with the cov- 
ering forms required by the various Services, such as prime. contractor's certifi- 
cate as to allocability of subcontractor’s termination inventory, office review of 
subcontractor’s proposal, and covering letter stating that we recommend approval 
of the claim and including inventory disposition recommendations, 

In handling subcontractor termination claims, it is well to remember that busi- 


ness relationships may be jeopardized if too much time is taken to effect a set- 
tlement. On the other hand, a hurried, inaccurate settlement is not desirable. 


Terminations Require Accounting Control 


Termination of government contracts is a problem in many companies largely 
because it is neglected and sidelined for more pressing current matters. . If 
machinery is set up to handle a termination expeditiously and systematically, dif- 
ficulties should be minimized and final settlement facilitated. Each termination 
is a case in itself and must be treated individually. Although a termination 
cuts across the normal accounting system at obtuse angles, it can be handled like 
any other accounting problem through the application of sound, generally ac- 
cepted accounting principles and standards. 
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Side-Lights on Practice in Defense 
Contract Bidding 


By W. C. HASEMAN 
Assistant Professor of Accounting, Syracuse University, Syracuse, New York 


The many considerations bearing upon the ultimate determination 
of a bid price for military contracts—including whether or not to bid 
at all—are reviewed here, largely on the basis of a limited survey 
of practice related to prior years. It will be readily apparent that care- 
ful thought and planning rather than guesswork are indicated if 
this type of business is to be approached with the same degree of 
managerial intelligence as commercial business, and as selectively. 


Gus TIME AGO, as a member of a group doing research in the field of 
tary procurement, I was afforded an excellent opportunity for first 
study of the pricing policies and procedures employed by a variety of firs 
bidding upon military contracts. The objectives of that study were, on | 
whole, incidental to matters dealt with in this article. As a part of that 
individuals preparing contract bids were questioned concerning the p 
they employed in arriving at bid prices and their conceptions of theet'd 


These individuals represented thirty-one different firms which supply one of t 


military procurement agencies with a wide variety of products and were) 


lected in such a way as to constitute a fairly good cross-section of the 


types of products procured by this agency and of the types of firms which enga 


in this business. (However, the list is heavily weighted with successful b 
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and because of this, may reflect a closer pricing policy than could be said o 


representative of all bidders.) 


Bidder Important In Organizational Structure 


The survey turned up some revealing facts. About half of the firms 
viewed were organized with a special sales section which prepared the bids 


administered government contracts and, in some cases, other institutional 4 


tracts as well. For the other half, this work was done by sales personnel Wi | 


had other primary duties. In general, the special sales organization was 
in large firms with sales of ten million dollars or more. The person in ¢ 
of military contract bidding was ordinarily an important official in the ss 
Organization. For small firms, the sales manager customarily did the b 
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In the larger-sizec firms, the official in charge of bidding usually reported di- 
rectly to the sales manager. 

None of the individuals interviewed considered the process of determining 
bid prices to be a simple one. The general procedures used seemed to be sim- 
ilar among the various firms, although the relative emphasis given to various 
phases of the process and certain individual practices differed from one firm to 
another. Steps in the formulation of bids typicaily involved the decision whether 
or not to bid, an estimation of costs, consideration of prices bid on recent mili- 
tary contracts, consideration of the interest of the firm in the business, and con- 
sideration of pricing strategy. 


Deciding Whether or Not to Bid 


It appears that specifications of the invitation to bid are studied to determine 
whether the product is one suited to the firm’s manufacturing facilities, Estimates 
are made of raw material and labor requirements and these are correlated with 
current production: plans to determine whether the company can meet the de- 
livery schedules called for by the contract and how easily this can be done. 
Rough estimates are made of the probable profits to be earned on the contract, 
usirg available cost data and information regarding past contract prices. Con- 
sideration is also given to other factors which affect the firm’s eagerness for the 
business. From a consideration of these matters and perhaps others, the firm 
decides whether it is interested in submitting a bid. Sometimes a bidder will 
decide that the firm is not interested in the business at the probable price for 
which the contract will go. In this event, the bidder may simply refuse to bid 
or he may submit a bid which is obviously high, apparently just to remain in 
touch with the market. If the bidder decides that the firm is interested in the 
business, the succeeding steps of the bid forming process are carried out. 


Cost Bases Used 


The type of cost computed and the accuracy or refinement of cost computa- 
tions seem to vary considerably among companies but, in every case, some cost 
estimate is made if the company is interested in the business. Some companies 
work with out-of-pocket costs and some with arbitrary full costs, but the most 
usual practice is to work with stripped full costs. Out-of-pocket costs are com- 
posed of direct material and direct labor but may also include certain overhead 
costs if the activities represented by these costs are directly assignable to a con- 
tract rather than arbitrarily allocated under overhead or burden rate methods. 
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Arbitrary full costs usually are the same manufacturing, selling, and 
trative costs as computed for civilian output. They include approxim 
same direct material and direct labor costs referred to above and also i 


allocations, using one or more overhead rates, of manufacturing overhead, el 
ing, and administrative costs. Stripped full costs are the same as arbitrary 


costs, except that all or a large part of the selling and administrative co 


eliminated. Because of the nature of military contract work, very little, if amy 


in the way of selling and administrative activity is involved, so that st 
full cost is a more defensible type of cost than arbitrary full costs. 

Based upon statements during interviews and upon study of cost data 
some of the companies submitted upon request, it seems that about t 
ters work with stripped full costs and that the others are about equally di 


between their use of arbitrary full costs and out-of-pocket costs. Aha . 


of the firms worked with stripped full costs, many of them were quick to 


out that they were aware of the concept of out-of-pocket costs and that the oo ct 
information they worked with was presented in such a form that it showed th | 


out-of-pocket cost as well as the stripped full cost. 


The care with which firms estimate their costs is partly reflected in the ty; pe 


of cost used. Arbitrary full cost, for example, ordinarily constitutes a 
careless estimate. However, the type of cost used is not the whole story. 


one type of cost may be estimated carefully or carelessly and there i é 
considerable variation in the care with which estimates are made. Also, some 
seem to compute costs with more care for some contracts than for others. Per 


haps this is related to the degree of close pricing which exists for the produc 
Some of the persons interviewed indicated that, for each bid, they fu 
a considerable amount of cost-influencing information into their cost ¢ 


ment for use in computing highly-refined cost estimates. For example, one 0t > 


pany indicated that, for each bid, special information affecting costs flowed int 


the cost department from the purchasing section, the time study section, @ 
the personnel section, and that, from this information, the cost parte 
able to build up a very accurate estimate of contract costs which took i 
count almost every conceivable matter which might make the costs on the 
tract differ from the costs incurred on previous output. 


As a general rule, however, companies do not seem to compute their costs 


accurately as this. The more common procedure is for the cost dep 

estimate the costs, based upon its own standards. These standards are 
corrected for the current degree of plant efficiency, for the existing levels 
material prices and labor rates, and for some of the major differences b 
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the costs of civilian output and military output, such as the costs for packing 
and shipping. On the whole, such a cost estimate is quite satisfactory. 

Cost estimates seem to be used to aid the bidder in deciding the minimum 
price at which he would be willing to undertake the contract. The other con- 
siderations which bear upon this decision have to do with the eagerness of the 
firm for the business and will be discussed in further detail below. 


Public Record of Previous Bidding 


Most companies subscribe to an independent service which is present at the 
public opening of bids and compiles information concerning the prices quoted 
by rival firms. “The prices at which recent contracts were awarded is important 
to individual bidders. However, the patterns of the bids of rivals and the 
names of the companies involved are also important because of the informiation 
they give concerning the eagerness of rivals for the business and the pricing 
strategy followed. 

Taken as a whole, the most recent contract price seems to be regarded as indi- 
cating the price level which must be approximated to secure the business and is 
used first of all to help decide whether the company is interested in the business 
and, secondly, as a test of the reasonableness of the firm’s current bid. The 
names of the companies bidding on recent contracts and the pattern of their bid 


prices enter into the final price strategy stage of the bidding procedure and will 
be discussed in rnore detail there. 


Eagerness for the Business—Reasons Why and Why Not 


The eagerness of a company for military business is influenced by many dif- 
ferent factors. ‘The most important factors involved are the probable profits to 
be derived from the con:ract, the availability of unused capacity, the size of the 
contract, the impact of military business upon future civilian sales volume, and 
the necessity of placing the company in a better position for year-end renego- 
tiation. Other factors found to be of importance in a few situations include 
the desirability of discouraging competition, the need for raw material priorities, 
the level of finished goods inventories, and the stability of civilian market 
prices. Taken as a whole, these factors—together with the cost estimate—de- 
termine the minimum price the company is willing to bid in order to secure the 
business. Whether it bids as low as this depends upon still other considerations 
which will be discussed in the section on price strategy. 

Of prime importance is the probable profit to be derived directly from the 
contract, as judged by taking the difference between cost estimates and the 
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price at which recent contracts have been let. A comparison of this sort is 
ably made on a rough basis quite early in the bid formation process in ord 
determine whether the company is at all interested in bidding on the ca 
A more careful estimation of profits is made just prior to the formation of 
A vast majority are willing to undertake military contracts at a reduced p 
when, because of a softening of civilian demand or for other reasons, an u 


amount of idle production capacity is present. It should also be noted that e 


availability of unused capacity probably has an influence upon costs and 

ably also upon the reasonableness of using out-of-pocket costs. Very de 

the availability of unused capacity enters into bidders’ considerations. 
Almost as large a majority of companies indicated that, if capacity is a 


they are willing to accept a lower profit percentage on large contracts than 6m 


small ones, because the total dollar profit involved on a large contract is 


ai 


going after. On the other hand, when capacity is tight, large contracts do no 


have this influence. In fact, under these conditions, a company is likely to 
move itself from the bidding or limit its bid to’a part of the contract. In ef 


case, the minimum acceptable price is likely to be higher partly because om re : 


higher and partly because profits must cover the possible loss of civilian b 


Some companies indicated that they were eager to secure military contracts . 
cause this afforded a wider distribution of their products and thus favorably in” 


fluenced future sales in civilian markets. Of course, this effect depends 
the nature of the product and would be present only if the product is one 
can be differentiated from those of rival firms through the use of brands 
labels. It is likely to have a stronger influence when the company is introduc 
a newly-developed product than when the product has been on the market 
some time. 

The other factors regarding the eagerness of companies for military busi 


were mentioned only by a few. Two indicated that they were willing to coep 
a lower profit on some of their products in order to discourage the growth Of 


small companies which might later become important competitors. In each a 


these firms were by far the largest manufacturers for the products in question 
Two companies which customarily filled military contracts from finished goods” 
inventories indicated that these inventory levels, as well as the availability of 


unused capacity, affected their eagerness for the business. One important m 


facturer of a particular product indicated that large military contracts for hi 
product were especially attractive as a hedge against unstable civilian peice an 


that, on at least one occasion, the company had, for this reason, been w 
accept a very low profit in order to secure a contract. 
Bidders indicated that they used their cost estimates and these various o 
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erations regarding the acceptable profit, to form some sort of a decision regard- 
ing the minimum price they would be willing to accept in order to secure the 
contract. Actually, very few of the bidders said that this decision was a definite 
one leading to an exact figure which could be written down. However, from 
what they did say, it is rather certain that these considerations narrowed down 
the lowest acceptable price to within a small range. 


Pricing Strategy 


The type of pricing strategy employed appears to differ, depending upon the 
type of contract and the type of procurement procedure used by the contracting 
officer. At the procurement agency under study, the fixed-price type of contract 
was used almost exclusively. About half of the contracts were placed by formal 
advertised bidding and about half through negotiation, frequently with a single 
supplier. Occasionally this agency also employed the type of negotiation in 
which suppliers were allowed to resubmit their bids on a second or third round 
of bidding (the identity and price of the low bidder being, of course, a secret). 
This last type of bidding is considered as negotiation of the “haggling” type. 

In all three situations, a firm’s purpose in employing pricing strategy was the 
same, namely to secure the contract at a price which is not lower than is neces- 
sary. If a bidder has reason to believe that rival firms will be bidding in a price 
range which allows sizable profits or, in the case of a monopolist, that the pro- 
curement agency would accept such a price, his own pricing strategy ordinarily 
is to bid somewhat below this range but still at a price which is above the lowest 
price he would be willing to accept. As one of the bidders said, this is largely 
a guessing game. 

Concerning formal advertised bidding, bidders said that in an effort to gauge 
the range within which the bids of rivals would fall, they examined recent con- 
tract bids and tried to correct these for the probable differences in cost and prob- 
able changes in rivals’ eagerness for the business. In this connection, it was felt 
to be important that the bidder know, not only what the low bid had been on 
previous contracts but also what the pattern of the other bids had been and 
what price had been bid by each firm. Bidders seemed to know which firms were 
the ones whose bids would be the hardest to beat and, with regard to these 
companies, the bidders also seemed to know a great deal about the individual 
price eccentricities of each. For example, one company might be marked as one 
which characteristically bid quite low on large contracts, another firm as one 
which usually did not allow sizable price differentials for hauls to more distant 
destinations, and still another as one which bid comparatively high on contracts 
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calling for export packing. This information would be secured from st 


bidding patterns on previous contracts. Sometimes a bidder was able to secu 


casual bits of information from other sources regarding business conditi 


particular rivals. This information could be used much more intelligently if t 


bidder knew just how these particular companies had bid on previous con 
After considering the probable range of the bids of rivals, bidders 


turn to the job of deciding their own price quotations. In general, bidders trys 


bid just below the expected bids of rivals. However, this comment greatly 


simplifies the actual process, as this and succeeding paragraphs will make ap & 


parent. Most of the invitations to bid specify several different destinatic 
which the product is to be shipped, and many invitations also have di 
dates of delivery and provide for a part of the contract to be in domestic 
ing and the other part in export packing. Bidders are expected to give diff 


price quotations for these various parts of the invitation and usually do, W ; 
regard to the different destinations and types of packing. The different pari” 


of the invitation are then awarded separately to the lowest bidders. 
on some occasions bidders quote the same price on the various parts of the in 


vitations, sometimes, but not always, with the provision, “all of the contr t oF 


none.” When this is done, the bidder has decided to direct all his price st 
towards the securing of the contract as a whole. One person indicated that, 


his firm seriously needed the business to maintan its production schedules, he be 


frequently bid on this basis at a price so much below what he expected of f 
that there was little risk of losing the contract. 

The bidders who quote the same price on all parts of the invitation 
the all-or-none-clause frequently are not serious bidders, i.e., their price is ¢ 
of line with those of the lowest bidders but, on occasion, these bidders are 
ously seeking the business and are apparently trying to bid in such a way 


they will blanket the bids of rivals and secure some part of the contract if mot” 
all of it. Even when a firm quotes different prices for the various destinations)” 
and types of packing, the price differentials are often changed so as to oO 


found the efforts of rivals to forecast exactly his price differentials and p 
afford a better opportunity to obtain a part if not the whole of a contract. 

It is also true that, in deciding the quotation for a particular part of the in 
vitation, a bidder frequently will quote a price like $.659 thinking that this 
just underbid a rival expected to bid about $.66. Very likely however, 


other bidder has anticipated such a possibility and has placed his bid at som 


figure like $.6579! Many such ingenious pricing practices as these are fa 


ee e 


whole of a contract. 
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Counter Strategy in Negotiated Bidding 


When the procurement agency actively enters into the bargaining, as it does 
with some types of negotiated bidding, the strategy of the buyer as well as the 
strategies of the sellers must be considered. With the “haggling” type of nego- 
tiation, the buyer is in a position to play the bidders against each other by offer- 
ing each one in curn the possibility of securing the contract by lowering his 
price. Such strategy is likely to be effective when a lack of rivalry between com- 
panies would otherwise permit the bidding to take place at a level substantially 
above the minimum price acceptable to individual companies. 

However, since the bidders are aware of this possibility, their reactions fre- 
quently are to pad their initial bids with the expectation of working the price 
gradually downward on succeeding bids. On the other hand, the agency is 
able to maintain a large part of its advantage by reserving the right to terminate 
the bidding at any time, so that individual bidders do not know when they have 
had their last chance to bid. This advantage is an important one, because at 
least some of the companies usually bid seriously on the ‘first or the second 
round. Even if the bidders know approximately what price is acceptable to the 
military buyer, they de not know how early in the bidding their rivals will 
reach this level. 

In deciding when to terminate negotiations, buyers usually judge the reason- 
ableness of bids in relation to the lowest level reached in previous contract bid- 
ding. Although this appears to be a rather arbitrary basis for judgment, it is 
not necessarily so. On the whole, each individual doing the buying seemed to 
be rather well accuainted with his own narrow line of products. Many of them 
were aware of the prices currently quoted to hospitals and other institutions, the 
probable costs and profits involved on the contracts, current business conditions, 
the preference of bidders for large contracts, and the strategy employed by bid- 
ders. Although only a few of those doing the buying expressly stated that these 
factors influenced their actions, it is probably true that most of them took (and 
take) some if not all of these factors into account. Furthermore, if other factors 
are more or less constant, the lowest level reached in previous contract bidding 
may, in fact, be an excellent indicator of the price which returns a fair, competi- 
tive profit. 

The other aspects of the pricing strategy of companies in bidding negotiations 
are much the same as that for formal advertised bidding. In the case of nego- 
tiated bidding, the procurement agency mails to each bidder information show- 
ing the final bids of each firm but not the bids of preceding stages. This in- 
formation is used by bidders as a guide in bidding on succeeding contracts, In- 
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asmuch as both the agency and the bidders are likely to place con: 
liance upon the prices established on previous contracts, there is even 
reason, with regard to negotiated bidding, to suspect that prices may 
lag somewhat behind expectations, based upon the various cost and p 
fluencing factors. 


A Specialized Type of Pricing Activity 


The study reviewed in this article seemed to show that the factors 
fluence a firm in establishing its bid prices on military contracts are m 
number and differ from time to time, depending upon particular circumstance 
surrounding the sale. The bidding upon military contracts appears to be a 
highly specialized type of economic activity with a set of rules, customs, 
procedures quite different from that usually considered by a firm in pri-ing ond 
nary commercial output. It may be said that the procedures employed in prj 
ing military output usually (but not always) lead to contract prices which 
discriminately lower than those set for commercial sale. = 
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By EARL E. BENNETT 
Comptroller, First National Bank of Poughkeepsie, Poughkeepsie, New York 


The increase in the size of small banks bas prompted a desire on the 
part of management for current operating data. In this article, con- 
siderations relative to the preparation of a monthly income state- 
ment for a small bank are reviewed. 


oe PAST DECADE has seen a phenomenal growth in the resources of sinall 

banks. Many factors have been at work to build up loan accounts and in- 
crease bank deposits. Among these have been inflation, an expanding economy, 
and the bringing of a variety of new banking services within the reach of the 
average family. As the banks have grown, a definite need has been created for 
complete information and pre-analyzed statistics upon which management can 
base its decisions. Inasmuch as the chief executives of banks are primarily occu- 
pied with loans and investments and customer contacts, they should not be com- 
pelled to do their own analysis. Unfortunately, little has been done in the ma- 
jority of the country’s banks to supply the president, cashier or other operating 
head with pre-analyzed information of the type needed, and there are still many 
banks which have only a hazy idea of what their operating profits are, prior to 
the closing of the books in July and December. 


The Tool Needed 


Comprehensive operating statements can be a real aid to management in con- 
trolling costs when properly prepared. To be effective, an operating statement 
should reflect increases and decreases in expenses, changes in income, and any 
extraordinary income and expense items, free from fluctuations from month to 
month because of accounting methods. Banks with their books on an accrual 
basis will find this no problem. However, because the vast majority of small 
banks are on a cash basis, certain steps must be taken to insure that the figures 
are not distorted by large expenditures related to more than one accounting 
period. If the job is carefully done the figures obtained from the first month's 
operations can be projected to forecast the net earnings for the next five months 
with tolerable accuracy. 
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EXHIBIT 1 bx 
Exhibit 1 shows a typical operating statement for a bank with branch@ m 
branches. There are several valid reasons for grouping the accounts in the in 
given classifications. For example, the income derived from interest and die co 
count is always of paramount interest to top management. Income that come of 
from service charges also is of prime concern. Expense detail is i ee 
subsidiary schedules in the same form. The detailed captions, dollar tot 
which tie in with figures on the main statement, are as follows: — - 
Use and Occupancy Travelin gy fm teen, : e : of 
Taxes, Property ng. aneous ee 
Light, Power and Water Totals 
Janitor Supplies wa M 
Repairs, Bu Personnel oe 
Fire and Other Building Insurance Salaries (adjusted) ol 
Depreciation, Building Unemployment Insurance and F.1LCA. 
- Depreciation, Equipment and Fixtures Group and disability insurance = 
= Totals o Y. State pe hone “a av 
Public Relations Fidclity bed pecentum an 
Advertising, Local Newspapers Directors’ fees an th: 
Advertising, Radio Totals ae 4 
: M. 
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General Deposit Expense 
raat far F.D.1.C. premium (adjusted) 
aoe Interest paid (estimated) 


Outside Services 
Audits and examinations 
fees 


Legal 
Membership dues 
Totals 


By listing the fringe benefits immediately under salaries, as in the above detail, 
the full cost of the payroll can be told at a glance and the percentage of the 
base pay which must be added to any salary to cover employee benefits becomes 
readily apparent. Likewise the classification, public relations, groups all the ex- 
pense for advertising under a single head. Use and occupancy should reflect the 
equivalent of rent. It will be noted that the suggested monthly operating state- 
ment calls for showing not only the amounts but also the percentage which 
eich kind of income and expense bears to the gross income and expense. Such 
percentages can often indicate trends better than amounts and, therefore, can 
prove of aid to management. 

It is surprising that so few banks prepare operating statements, for practically 
every bank is already doing over half the work for it, by maintaining some form 
of subsidiary ledgers for income and expenses. It makes little difference whether 
the expenses are spread on a sheet of analysis paper, entered in the appropriate 
column in an expense register, posted in a subsidiary ledger on a conventional 
bookkeeping machine or, if you are fortunate, distributed with tabulating equip- 
ment. Once statement forms are prepared, the task becomes simply a matter of 
inserting figures in the proper columns each month. This can be done by the 
comptroller, auditor, general bookkeeper or a competent clerk. The delegation 
of this duty will depend to a large extent upon how confidential management 
considers the information contained in the statement. 

So much for the statement itself. Refinements are necessary to make it a 
workable tool for those on a cash basis, as will appear from succeeding sections 
of this article. 


Measuring the Period’s Income 


United States bond and note interest is still one of the largest items in the 
average bank portfolio and bond purchases and sales can do more to distort 
an operating statement than any other single item. For example: Interest for 
three and one-half months (from December 15 through March 31) or $29,- 
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166.67 would be recorded on a cash basis for the sale on April 1 of 


000.00 U. S. Treasury 2’s due June 15 or December 15. If these were ix 
ately replaced by the purchase of $5,000,000.00 2's with a March 15 or 
tember 15 coupon, a net loss of two and one-half months’ interest or $20,833 


would be reflected in the six month operating statement prepared as of Jum 
since, on a cash basis, the interest on the new bonds would not be t: 
the income account until September 15. The logical solution to this pro 


to carry the government bond interest on a monthly accrual basis on the bas 
books and maintain a separate ledger on a cash basis for tax purposes, “ 


procedure is not difficult to “‘sell” if the investment officer has tried to e 
a similar loss of income to his board. (He meets the same difficulty you 
reporting to him.) Interest on other securities is of minor consequence in 
banks and needs no special treatment. 

Discount and mortgage interest requires no changes to meet the needs 


operating statement. Nearly all mortgages today provide for a payment of pr 


cipal and interest each month and the interest on almost all notes is collec 
least quarterly. This assumes that banks with installment loans credit the i 


on these loans, when made, to an unearned discount account and transfe ’ 


the income accounts each month as it is earned. 


Other items may be included on the operating statement quite simply. § : 
charges are collected either daily or monthly and can be taken into the ace 


as they are received. Silver storage, trust department commissions, col 
fees and safe deposit rentals, are minor items in the average small bank 4 
merit no special treatment. 


Relating Expenses to Monthly Periods 


Salaries are the largest expense item in a bank and pose a problem in hat 


there are not the same number of pay days in every month. If each qu: 


considered as a separate operating period, the extra week's salary of a five . 


day month may be spread over the other two months, thus keeping all 


months at approximately the same level and leaving our book figures fort 


quarter free of adjustment. This is accomplished by making adjustments at 
bottom of the schedule (not shown) using the detailed captions which 


been listed to bring the monthly figures back in agreement with the ledger @ 


trol account. The important thing to remember is that no adjustment 

appear at the foot of the cumulative column (see note on Exhibit 1) at the 

of the third month. 
Directors’ fees, unemployment insurance, Federal old age benefit contrib 
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and other fringe benefits require no special handling. Blanket fidelity bonds are 
usually written for three year terms, with the premium payable within thirty 
days. Most banks charge the premiums directly to the expense account, even 
though the amount can run into five figures. We advocate the charging of the 
premiums for this and all other insurance written for more than one year to a 
prepaid expense account and charging it monthly on the bank’s books, with a 
credit to the prepaid account. 

It would be fine if we could have a steady flow of stationery, printing and 
supplies from the manufacturer to us and pay for only what is used. Unfor- 
tunately, price considerations and time-consuming manufacturing processes 
often cause banks to end up with relatively large inventories of printed ma- 
terials. For instance, many commercial banks maintain more than a year's supply 
of customer stock checks, lithographed on special surface market safety paper. 
Payment of an extra large bill for stationery will disrupt the orderly pattern of 
the stationery account for any given month. Bills of this type should be charged 
to the prepaid expense account and the cost charged-to operations once a month, 
with a credit to the prepaid account for the supplies used. “An auxiliary record 
in the stock room, with frequent inventory verifications, is essential. If the cor- 
rect figure has been selected at which a stationery invoice is to be handled as a 
prepaid expense item, there should not be more than a half dozen stationery 
items in the prepaid expense ledger. 

The supervising authorities will not permit the inclusion of Federal deposit 
insurance company premiums in prepaid expenses, inasmuch as the semi-annual 
assessment is made for the previous six months. The premium comes due and 
is payable during the first month of the operating period. One-sixth of the 
premium is shown for the first month's operations and in the months to follow, 
with a corresponding adjustment being made in the total for the current period 
column noted at the bottom of Exhibit 1 and used in the supporting schedules 
also, the adjustment disappearing from the last column on the sixth month. 

Although most banks set up some sort of a reserve for the accrued interest 
on time deposits, very few make any entries to the interest paid account other 
than for interest paid on certificates of deposit prior to the closing of the books. 
In order to have the statement reflect a close approximation of the true net op- 
erating profit, an estimate of the accrued interest on savings accounts and cer- 
tificates of deposit for each of the first five months of a period must be made. 
For the sixth month, the difference between the closing figure and the total of 
the estimated interest paid for the first five months is used. A reasonable esti- 
mate of the accrued interest for savings accounts can be made by applying the 
effective interest rate for the previous period to the appropriate balance for the 
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current period. For example, assume that interest is paid semi-annually @ 
beginning or low balance for the period. The balance as of the first 
January or July is multiplied by the effective interest rate and one-sixth 
result becomes the month’s accrued interest. The effective interest rate f 
this case would be obtained by dividing the interest actually paid on the 
accounts for the previous period by the total of the savings accounts at the! 
ginning of the same period. sla 

There is no justification for not taking outside services into the expens 
count as they are incurred. Real estate and school taxes are ordinarily pa 
in advance and may properly become prepaid items at the time of payment’ 
may be distributed monthly. Light, power and water, janitor’s supplies a 
pairs to building are normal charges and may be treated accordingly. L 
other building insurance is usually written for more than one year and shou 
be routed through the prepaid expense account. g 

Practically every bank writes off something by way of depreciation on” 
building and furniture and fixtures once or twice a year. This may be a calla 
lation based on the life of the equipment or building or an arbitrary figure die 
tated by bank policy In any event, there is no reason why the amount to be 
charged off cannot be decided in advance and one-sixth or one-twelfth charged 
to the expense account, as the case may be. 

The charges for advertising and public relations remain fairly constant nail 


Se" FeBasepesseses se 


be 
ry 
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where a fairly large deposit or payment for advertising has been made if 
vance, it can be considered as a prepaid item. 

Provision for taxes on income may be handled simply as an adjustment at the 
bottom of expense detail or carried over to the operating statement proper, | 
pending upon whether management wants the net profits to be shown befeer 
after taxes. 


after month and no adjustment need be made to monthly figures. 3 


< 


Developing Comparative, Departmental, and 
Anticipatory Statements 


After a year of preparing monthly operating statement has elapsed, cc 
tive statements for the current period and a year ago for the first quail 
half, third quarter and the year may be prepared. Subsidiary schedules t 
may not be prepared for the comparative statements. Eventually department 
income and expense statements and item costs can be developed. ‘The f d 
seems limitless and the road most rewarding, once the start has been made 
Around the first day of June or December, a complete estimated of 
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statement for the final month of the period is drawn up on a forecast basis. In 
many cases, one-fifth of the balance of an account for the previous five months 
to date can be used for the month's figure but non-recurring items must be ex- 
tracted before making calculations, and allowance must be made for all the 
regular bills not paid during the previous month. The trends of commercial 
and special checking account service charges, collection fees and safe deposit 
rentals for the last two months of prior periods must be studied and these ratios 
applied to the preceding month in arriving at a figure for the statement. Other 
ents are of valuable assistance in developing figures, since they often 
know of bills which have not yet been processed. If the job has been well done, 
it is possible to substantially predict the closing figures. The writer has been 
able to repeatedly forecast, within one or two thousand dollars, the net profits for 
a bank with gross income and expenses both running well into the hundreds of 
thousands of dollars. 
Management will appreciate the opportunity to make provision for taxes 
based on figures close to actual, prior to the closing of the books and will appre- 
ciate knowing the net profits in advance. 
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What's in Expense Center Accounting 
for Retail Stores ? 


By KENNETH J. BAUER 
Staff Member, Touche, Niven, Bailey & Smart, St. Louis, Missouri 


A major revision in accounting control for department and specialty 
stores was promulgated in the N.R.D.G.A. expense center accounting 
manual published in late 1954. The author here provides a summation 
of the many aspects of the new approach, which features a means of 
measuring productivity in this field. 


A’ ABOUT THE END of World War I, department stores began use 
formula known as the retail inventory system and, in the 1920's, th 


gan use of a standardized system of allocating expenses. On these two a " 


the whole structure of retail accounting has rested until recently. Expense 
accounting is a new concept of expense classification, distribution, and a 
for department and specialty stores. A volume entitled The Expense 


counting Manual, was published in December 1954, by the National Retail I ; 
Goods Association. This new manual replaces the old Standard Expense Ap 


counting Manual, which was initially published during the mid 1920's and 
the first major change in the traditional department and specialty store 
accounting since that time. 

The increasing importance of expense control was the motivating for 
hind the publishing of a new manual. A good many stores have already 
this new concept and system and many more will follow in the year 
my opinion, the impact on department and specialty stores will be as 
the retail inventory system was. Stores which have already adopted the 
system appear enthusiastic about it. 


The Relative Importance of Operating Expenses 


Department stores, like most businesses, make money by increasing 
gross margin on sales and by reducing their operating expenses in relat 
sales. However, the gross profit margins on sales are restricted by competitial: 
from stores handling similar or like merchandise, including competition fa 
discount houses, mail order houses and small retailers with little or no OW 
head. The percentage analysis, given below, of a department store’s de 
shows the general current conditions and the ideal desired: 
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Current Ideal 
aS of sales ae oe 
tl 
Net profit 2% “10% 

Comparison of the two sets of figures, reveals that the component percentage 
of sales farthest from attaining the ideal goal is the operating expense per- 
centage. It is also the one which is most directly controlled by management. 
The selling price, as previously mentioned, is controlled by competition and the 
cost of sales is governed primarily by the vendors of the merchandise. Logically, 
therefore, since the operating expense is directly controllable by management 
and is also furthest out of line with the ideal or desired goal, it should be closely 
scrutinized. To emphasize again the importance of expense control, the follow- 
ing example is given: A store does an annual sales volume of ten million. 
Operating expenses are reduced from 34 per cent of sales to 33 per cent, causing 
a net increase in profits of $100,000. This is a lot of money for a 1 per cent 
reduction of operating expense ratio. 


The Previous Expense Analysis Method 


Before going any further, let us briefly review the old expense system so that 
we can clearly see the changes and improvements of the new one. Under the 
old system, expenses were classified into five major functions: administrative, 
occupancy, publicity, buying, selling. Depending on the size of the store and 
the detail desired, the major functions could be broken down into as many as 
eighteen sub-functions. Each function or sub-function was composed of a 
number of the fourteen natural divisions of expense. None of the above func- 
tions represented a specific department or specific job of work, but rather only 
a phase of the operation. By expansion into sub-functional groups, some costs 
were gathered or grouped together to represent a specific department or specific 
job of work; however, the costs were not so clearly labeled as they are under 
expense center accounting. 


Expense Center Analysis 


The expense center accounting system is composed of three main parts: 


1. Expense allocation to expense centers 
2. Natural divisions of expense 
3. Production unit accounting 


The first two are essential in order to operate under the expense center system, 
but the establishment of production unit accounting is optional and is introduced 
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into the mew system after the first two elements have been established, | 


word, “optional”, as used here in no way lessens the importance of p 


unit accounting, inasmuch as it is a scientific tool for controlling expense, 
The new expense centers eliminate the functional groups and the new de 
nations automatically give a better picture of the expenses. The expense cent 


are specific departments or specific jobs, each with its prescribed set of 
divisions to which costs are to be allocated. The basic principle of ch 


expense centers is to establish a cost for every operation performed P 


every policy adopted by the store. The manual has three groupings of 


centers, labeled Group B, Group C and Group D, with 14, 38 and 71 exp 


centers, respectively. The number of expense centers each store needs 
cording to the degree of detail desired. Each expense center group need n 
used intact but may be incorporated with another group, to fit individual 
An example of the expansion of expense centers related to accounting ¢ 
from Group B through Group D is shown below. This expansion ta 


ment makes possible the comparison of expenses with other stores even th 


each uses a different related group of expense centers: 


Group B 
Expense 


200 Control and 210 
accounting 
220 


230 
250 


Group C 
Expense 
center center 
number Name number 


Expense 
center 
Name number 


Control and office 21! 
management 
Accounting and 
yroll 


payro| 
Accounts payable 
Seles audit 


Group D 


Name 
Control and office 


Mail and messenger 


General accounting and 
statistical ‘ 
Timekeeping and powell . 


Accounts payable 
Cash office 
Sales audit 


The new manual lists the natural divisions of expense applicable to ¢ 
pense center and clearly sets forth the types of expenses to be charged 
The natural divisions under expense center accounting total seventeen (as 
pared to fourteen divisions under the old method) as follows: 


Ol Payroll 
02 Property rentals 
03 Advertising 
Taxes 
Imputed interest 


Communications 
Pensions 

Insurance 
Depreciation 
Professional services 
Donations 

Losses from bad debts 
Equipment rentals 
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The natural divisions closely parallel those listed in the old manual, except 
Code Numbers 11, 15, 16 and 17—representing pensions, donations, losses 
from bad debts, and equipment rentals, respectively. Pensions take the place 
that repairs had in the old manual, since repairs are actually a cost operation 
and, therefore, are represented as an expense center with its own natural divi- 
sion components. The other three natural divisions mentioned are new divi- 
sions, formerly included in the unclassified natural division of the old manual. 


Relating Analyzed Expenses to Output 


Production unit accounting, a cost finding analysis of expense centers is, as 
previously mentioned, the optional phase of the expense center accounting 
manual. The first two phases, expense centers and natural divisions, must be 
adopted before use can be made of production unit accounting. If properly 
applied, production unit accounting can be an effective approach to expense re- 
dyction by measuring volume, efficiency and wage rates. Without production 
unit accounting, the measurement of expense for control and reduction must 
be based wholly on historical figures of the particular or related businesses, or 
on national average percentage figures published by the National Retail Dry 
Goods Association. The new manual includes sample forms for the develop- 
ment of production unit accounting data for calculating productivity and for 
budgeting. The following are the recommended units of measurement for 
Group C expense centers. 

Expense Center Recommended Measuring Unit 
230—Accounts payable Merchandise and expense invoices 
handled 
240—Cash office Cash received 
250—Sales audit Gross sales transactions 
300—Accounts receivable Gross credit sales transactions 
and credit 
420—Advertising ber portend and 
530—Protection Selling area times selling days 
560—Escalators and elevators Elevator hours 
570—Cleaning Selling area times selling days 
610—Personnel Hours worked by all store employees 
620—Employee welfare Hours worked by all store employees 
720—Re:eiving and returns Cost value of merchandise received 
to vendors 
730—Checking and marking Pieces marked and re-marked 
760—Delivery Pieces delivered 


820—Direct selling Gross sales transactions 
850—Selling supervision Selling man hours 


As can be seen, only 15 of the 36 expense centers listed in Group C have recom- 
mended measuring units. However, a store is free to devise measuring units 
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for the other centers, based on its own understanding of that center. In a 


instances, the statistical data required for further refinement in pre 


measurement are readily available from current records now being maintain 


It may also be that still other recorded data merely need to be summagi 
use. 

A simple example of production unit accounting in action may be a 
assuming the following analysis of the sales audit expense center. 


month, the store has a sales volume of $500,000 with 100,000 transactions, 


total payroll hours required to audit transactions amounted to 400 he 


dividing the 100,000 transactions by the 400 hours required, we arrive 


productivity of 250 audited transactions per payroll hour. The total pa 
pense as reflected in the sales audit expense center payroll account shows 


or .1 per cent of sales. By dividing the payroll expense by the 400 hours us 
we find that the average pay rate per hour is $1.25. The following month s 
again are $500,000, but with only 90,000 transactions and with the same to 
hours, payroll expense and pay rate as the previous month. Under the old g 


tem, the difference would not have been noticed. However, under produc 
unit accounting, productivity would show a reduction from 250 transactions 


hour to 225 per hour and would highlight the loss of a potential saving. T ec 
retically, if the work force had been controlled, the auditing job could bh 


been done in 320 hours at a cost of $400 instead of $500. The reverse situ 
where it exists, would also be shown clearly in production reports. 


The experience gained after a period of operation under production unit a } 


counting will permit the setting of standards of productivity and proper p 
ning of future activity. The regulation of the work force to avoid peaks am 
valleys of productivity will be assisted. This would not necessarily requi 
large part-time working staff. A number of workers trained to perform 


jobs could be shifted into different centers for certain peak periods and be 


to plug holes caused by sickness, resignations and vacations. 


Considerations in Making the Conversion 


Conversion from the old system to the new expense center system is not d : 


ficult if certain advance preparations, outlined below, are made: 


1. Determine and select the expense cen- functions, so that they can use the oy 
ters required to fulfill the store's needs. tem as an 

2. Review all job classifications and assign Inform them of the personnel 
each employee to an expense center charged to their expense center. 
payroll number. 4. Inform each expense center 

. Appoint a manager or su of supervisor as to the unit of 
each expense center and a group to be used to compute prod 
meeting telling them of their 
bility and explain the principles end required statistical data. 
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The changeover operation is likely to prove very enlightening. It will un- 
doubtedly reveal that the old payroll allocation did not keep pace with the 
transfer of personnel from department to department and that certain old ex- 
pense accounts were not descriptive of all the charges included in them, With 
supervisors of managers of expense centers being held responsible for charges 
to their expense center, it is not likely that erroneous payroll allocations and 
other expense charges will slip by unchallenged in the future. 

This article was written to re-state the advantages and features of expense 
center accounting by comparing the old standard expense accounting system with 
the new expense center accounting system. For one who desires a complete 
working knowledge of the system, a more detailed explanation can be obtained 
from the new manual, cited at the start. 
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Accounting Records for Fuel Oil Dealers | 


By CHARLES W. ROYSTON  ; 
Assistont to M Sales Accounting, Gulf Oil Corp., Pittsburgh, Pa. 


oe 





Dealership accounting is a field in which available material is still 
rather limited. A review of the forms and procedures peculiar to the 
beating oil distribution field, is presented in this article. Accounting 
for tank truck trips, oil burner mechanics services, and the dealer's 
items of property are among the topics treated. 


r ORDER TO PERFORM a much needed and frequently requested service 

oil dealers, our company decided that the best approach was to dev 
simple accounting system which could be adopted in whole or in part by small 
businessmen. This service is offered free of charge except that forms whi 
may be required are furnished at cost. Although the system is tailored te 
fuel oil business, it provides flexibility and should be readily adaptable to 
type of merchandising. 

The procedures are predicated upon using seven basic forms to be exp 

in more detail: 


1. Sales invoice—or original record show- 4. Cash and revenue summary to 
ing quantity of merchandise or material trip record financial information 
delivered or service rendered, together and summarized with similar 
with the dollar value of the billing to from all other individual trips. 
the customer. 5. 

. Trip record—which provides a control 
over fuel oil stocks placed on the tank me 
truck -- te ye = del salesman's to general ledger. 
accounting tor ucts + to- 6, Heating oil inventory control 
ment of company cash. which, each in its separate area, afer — 

. Oil burner mechanic's work order and daily control of inventory and underlie 
service report containing information monthly recognition of cc 
pegemes. = in — with — losses. 2 
or servicing rners, originating 7. Property record, which facilitetes imp 
with ~_ ee yt: order and including iio track of fixed pa items and per "hy 
@ reco all information necessary to fy. 
Stchihnae.  O e eeee 
been completed. 





Sales Invoice i 
The sales invoice is normally prepared in triplicate at time of delivery, if 
readings taken from the delivery truck’s meter. One copy may be left with it 
customer, which, on credit deliveries, may show the gallons delivered but mt a 
the amount billed, depending upon the practice of the dealer. One copy is | 
in support of delivery information shown on the trip record. The remamiif T 
copy may serve as billing from the office on credit deliveries where custome dri, 
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SALES INVOICE 


1. Date prepared or date of delivery 


| Sa 
a. 


3. Terms of sale 





4. Provision for signature by the customer, 
amity arse 


§. Provision for showing the truck’s meter 
readings before and after delivery, which 





6. SE ee 








7. Total amount billed, and 





oN No 487887 


8. Provision for signature by the driver, to 287667 
acknowledge receipt of payment in the Gallon Reoding—Stort 
case of cash sale celivery ‘Sancen | pach 

Heating Oil - Ligh\ 16) 22/ | /S# | 2¢! 

Heating Oil - Medium Ay : 

Es 


Soles Tax a 2 Z 


o2 
TOTAL RO) os 
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copy does not show the money amount, support for monthly statements rendered 
to customers or, if not otherwise needed, gallonage record by customer for his- 
torical purposes. A sample invoice form with instructions for preparation is 
shown in Exhibit 1. When there are errors in sales invoices, found at the office 
when they are turned in with the trip record, the collection or repayment of col- 
lection differences is a responsibility of the driver on the next trip, according 
to a prescribed procedure. 


Trip Record 


The Trip Record (Exhibit 2) provides a means of checking-in tank truck 
drivers and oil burner servicemen at the end of each trip or at the end of the 
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TRIP RECORD 
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day and is used also to accumulate all accounting information pertaining to 
and collections. The trip record accompanies the truck on the trip. A 
held in the office pending the truck’s return (but is destroyed when 
completed and checked). For tank trucks, the trip record is not 

at one time but rather in four steps, two before the driver starts out on 
and two after the trip is completed. 
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The first step sets up starting information. The items marked @) on Exhibit 
2 are transcribed in the office before the truck is loaded from the truck’s pre- 
vious trip record, the starting mileage, time and meter total representing the fig- 
ures reported at the end of the previous trip. For the first trip of the day, the 
driver's starting time is shown. The caption “compartment,” marked @) on the 
exhibit, is completed to show what products are to be loaded and the number of 
compartments of each. Any additional instructions to the driver are also entered 
at this time. The trip record is then passed to the warehouseman for loading 
the truck. When the truck is loaded, the second step takes place. The warehouse- 
man enters the items marked @) and the driver signs in the space keyed @. 
The “total to account for” should equal the quantity “before loading” plus the 
“quantity loaded’’ and should agree with the total of the amounts shown oppo- 
site the caption “contents.” 

Upon the truck’s return, as the third step, the items marked ©) are entered 
by the driver and those marked @) are entered by the warehouseman. The total 
“disposals” should agree with the meter total for the trip and the total “dis- 
posals” plus the quantities “returned to stock” and “balance on truck” should 
agree with the “‘total to account for.” As the fourth and final step the driver 
then completes the ‘‘revenue’’ and “settlement” sections of the report. 

This step is somewhat detailed. “Total sales revenue” (@) and “net credit 
sales” (@) are not essential to checking-in the driver and may be entered later 
by an office employee if entry would delay the truck’s next trip. However, the 
amount of “currency” @) and “checks” @@ received during the trip is entered. 
The total amount of collections to be credited to customer's accounts, as indi- 
cated by the remittance advices accumulated during the trip, is entered opposite 
“collections” @) in the “revenue” section. The amount of authorized expendi- 
tures made out of cash receipts during the trip is shown opposite “‘trip expenses” 
@. This amount should be supported by attaching receipts to the trip record 
form. The captions “cash over” @) and “cash short” @3) are used for adjusting 
any errors found in cash-sale invoices when the trip record is checked in the 
ofice. The section headed “receipts” @@ is used only when the driver delivers 
two or more successive loads, either out of the dealer's storage or directly out 
of a bulk plant, before checking-in at the office. The “quantity loaded” must 
agree with total gallons recorded in this section. 

There are two other occasions, besides tank truck trips, for filling out a 
trip record. Oil burner servicemen, when checking-in at the office, complete the 
“revenue” and “settlement” sections of a trip record to record the sales invoices 
they have issued and the collections they have made. Also, in order that all 
sales and collection information will be reflected on trip record forms, a trip 
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EXHIBIT 3 


record marked “office” is prepared daily to record the billings issued from and 
the collections received at the office directly from customers. 

After the form is completely filled out, it is passed, with supporting expense 
receipts, sales invoices, remittance advices, currency and checks, to the office clerk 
responsible for checking trip records. The clerk verifies that the stock has been 
accounted for completely and that the various amounts reported in the “revenue” 
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and “settlement” sections are correct. It is after this verification is completed 
that the copy of the trip record which was held at the office when the truck was 


out may be destroyed. 
Oil Burner Mechanic's Work Order and Service Report 


The Oil Burner Mechanic’s Work Order and Service Report (Exhibit 3) is 
prepared in duplicate and is used to record customer's order and to accumu- 
late all the information required in order to prepare the billing for the work 
when it has been performed. The heading or complaint section of the form 
is completed as soon as the order is received. In the second section, the appli- 
cable blocks are checked to indicate the type of job and, unless no-charge, 
whether the invoice is to be cash or charge. The duplicate copy of the form is 
given to the mechanic and the original is placed in a pending file until the job 
is completed and billed. It is, however, noted with repair parts drawn from the 
warehouse for use on the job. The report, comments, and signature section of 
the form is completed by the mechanic at the location. The comments will often 
include information of value from a future equipment sales standpoint. The 
reverse side of the form is used to account for the stock items charged out to the 
job, whether returned or consumed and to compute the total cost of the items 
used. 


Cash and Revenue Summary 


The Cash and Revenue Summary (Exhibit 4) is used to accumulate currently 
the financial information which appears in the revenue and settlement sections 
of the trip record, representing billings to customers, allowances, collections 
made and road expenses incurred by drivers and mechanics in the course’ of 
their daily activity. In the data shown on the form exhibited, it is assumed 
that on January 2 the dealer or his employee made three trips with heating 
oil, that an oil burner serviceman issued cash sale invoices, and that the office 
billed burner parts and service and received collections directly from credit 
customers, each of which has been transcribed from the respective trip record to 
a separate line of the cash and revenue summary. Similar activities for other 
days would be posted in the same manner and the total for the month of January 
determined by adding the various columns. This procedure can be shortened 
considerably by grouping like items from the various trip record forms and post- 
ing only the total transactions for the day to a single line on this form. The 
cash and revenue summary, when totaled for the month, forms the basis for 
postings to the general ledger accounts indicated in the columnar headings. 
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EXHIBIT 4 


Disbursement and Journal Summary 


To accumulate entries representing purchases and expense disbursements 
all other entries of a non-cash or journal nature which are not recorded in 
cash and revenue summary, a Disbursement and Journal Summary (Exhibit 
is used. All entries on the form are accumulated for the month, or 
period. Cumulative sub-totals may be entered whenever it is desired to 
mine the total charges or credits to an account for the month to date or to 
that the debit and credit entries on the form are in balance. Postings to the 
eral ledger are made only at the end of the month, or accounting period, in 
case of those accounts for which separate columns are provided on the 
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Accounts listed in miscellaneous columns are posted to the general ledger cur- 
rently. For dealers who elect to control all expenses through one account in the 
general ledger, only the total for the “expenses” column would be posted 
to that account and the detail by individual expense account would be posted 
to an expense ledger. 

Six sample transactions have been shown on the exhibit to indicate how the 
form is used. These represent, as keyed, () payment of vendor's invoice for 
oil burner parts, (2) payment of supplier’s invoice for heating oil, @) adjustment 
of a posting error in the accounts receivable ledger, @) establishing payroll for 
final week in January, including credits to accounts payable for amounts with- 
held from employees’ pay, (©) payment of vendor's invoice for an adding ma- 
chine, which is charged to office equipment investment, and @) distribution of 
January payroll expense. This last transaction involves clearing the amount set 
up during the month in a payroll clearing account, establishing the amount of 
employer's payrol. taxes in accrued liabilities, and adjustment through accrued 
payroll to include payroll expense applicable to the calendar month. 


Heating Oil Inventory Control 


A perpetual inventory by type of heating oil with daily entries, is maintained 
to accumulate monthly receipts and disposals and to determine inventory varia- 
tions. Receipts are obtained from the delivery tickets covering the individual 
loads delivered by supplier into the dealer's storage tanks or picked up by the 
dealer’s trucks from supplier's bulk plants or terminals. Under circumstances in 
which the dealer receives all his stock directly into his trucks at his supplier's 
bulk plant or terminal, the receipts will, of course, appear in the “receipts” sec- 
tion of the trip records and could be transcribed from that source. Disposals con- 
sisting of sales and company use for the day are determined by adding the fig- 
ures reported in the disposals column of the trip records. 

In this connection, when heating oils are taken from stock for use by the com- 
pany, an unpriced sales invoice, marked “company use,” is prepared, and included 
in the disposals reported on the trip record. In making entries to the inventory 
control the quantities sold and used are reported separately. At the end of 
the month, or accounting period, the total of the company use column on the 
the inventory form may be priced at cost price and an entry made on the dis- 
bursement and journal summary, crediting purchases and charging the appropri- 
ate expense. 

The closing inventory each day includes the stock in storage tanks, deter- 
mined by actual measurement, plus the balance on truck reported on trip rec- 
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ords. Any trucks loaded out during the day but not checked in until the fe 
ing day are included in the day's closing inventory on the basis of the te 
account for column of the trip record. The current day's receipts are then 
to the previous day’s closing inventory and the current day’s disposals ded 
Any difference between the remainder and the closing inventory represents 
a loss or a gain. Gains and losses are indicated by plus and minus signs, 
tively, in separate columns. Periodically the net gain or loss (usually the | 
may be priced at cost price and an entry made on the disbursement and je 
summary crediting purchases and charging stock losses, if a loss, or 4 
purchases and crediting stock losses, if a gain. 


Oil Burners and Burner Parts Inventory Control 


A perpetual inventory is also used to control stocks of oil burners and 
parts and provide for computing unit cost prices for pricing inventories, 
use disposals and stock losses. A separate card is maintained for each differe 
kind of oil burner and burner part showing the oil burner or part identified § 3 
name, description and where pertinent, by manufacturer. Reference column is 
used to identify the type of receipt or disposal entry. For receipts, the supplier's 
name may be shown. For disposals, the work order number ordinarily will mm 


vide the best means of identification. 
Disposals are posted from various sources. Sales and company use are 
from the used column on the reverse side of completed work orders. 
losses of burner parts are posted from a list of variations prepared at the 
the actual inventory is taken. This list may be priced at current cost price, ia 
order to make an entry to account for the stock losses. tt 
Receipts, both units and cost, are posted from the paid vendor's invoice. This 
practice avoids making two separate postings for each receipt, one from the de- 
livery ticket or similar receipt record, for the units, and another from supplier's 
invoice, for the corresponding cost amount. At the end of the month, any stocks 
which have been received and included in inventory for which supplier's i 
has not yet been received must be accounted for by making an entry f 
purchases and crediting accounts payable. Freight bills covering stock which ha 
been included in inventory are handled in the same manner. “ 


Property Record 


Exhibit 6 illustrates the mechanics of a simple procedure to account for 
erties and provide the necessary information to prepare Federal ino 
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schedules. The form is prepared at the beginning of each fiscal year. One line 
is used to describe each property item. Each type of property is grouped sepa- 
rately on the form, with blank lines between each group, so that subtotals may 
be shown to conform with the subaccounts in the general ledger and so that 
new properties acquired during the year may be recorded in the proper 
group. The month and year in which the property item was purchased or other- 
wise acquired are shown. For construction work on new property or improve- 
ments, the date completed is supplied. 

The amount of depreciation to be accounted for and to be reported onthe 
income tax returr: for the current year is found by dividing the amount of money 
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in Column 3 by the number of years in Column 6. If the period shown in Cok 

umn 7 is less than a year, the amount shown in Column 5 is transcribed to thi 

column. Unless the books are closed monthly or quarterly for the purpe 

preparing interim financial statements, there is no need to charge off d 

tion except at the end of the fiscal year. This practice makes it possible to 

dle at one time all the changes affecting depreciation which resulted from 

chases and retirements of property items during the year. However, if the b 

are closed monthly or quarterly, one-twelfth or one-fourth, respectively, of the ~ 

total amount of depreciation for the year must be charged off before the ~~ 

each month or quarter. 
When the form is completed and the final totals entered, the total of Colum 

3 should agree with the net balance in the general ledger, excluding land, and 

the total of Column 8 should agree with the total amount credited to depreciation — 

reserve and debited to depreciation expense during the year. Properties which 

become fully depreciated in the current year are charged off before the books 

are closed at the end of the year. 


Accounts Receivable Handling 


It is essential that the accounts receivable records be kept accurately and up-to ; 
date, because an important current asset of the business is involved. It is an asset 
which fluctuates considerably from day to day and may shrink if proper collee — 
tion effect is not maintained. Besides, in many instances, it is not possible to 
determine whether current deliveries to customers may be made within estab 
lished credit limits unless accurate, up-to-date accounts receivable information — 
is available. Of primary inportance, also, in conducting a business is the pleas- 
ant customer relationship which can be fostered by maintaining accurate ree 
ords, for it is irritating to a customer, and may be the cause of ill will, to re 
ceive statements which are incorrect, incomplete or carelessly prepared. 


Payroll and Personnel Records 


The kind and number of payroll and personnel records maintained by dealers ; 
will vary considerably. Essentially, however, the payroll problems of a heating 
oil dealer are similar to those of all businesses and no special treatment is oie 
here. 

Space does not permit the presentation of all the details of the acon 
system we have designed for use by fuel oil dealers. However, the above wey 
graphs have outlined the basic principles involved. Experience to date has proven” 
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the sincere interest in the subject by many of those in the business, and we be- 
lieve our goal has been achieved. This goal has been to offer a truly simplified 
but adequate accounting system. Dealers ordinarily fall into the classification 
of small business, which has perhaps been somewhat neglected in accounting 
literature. It is also true that dealership accounting, as a specialty, has not been 
frequently treated. It is hoped that this addition to writings in these two areas 
will prove helpful to many. 
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in the various industries has 
given rise to cost systems which are 
characteristic of the kinds of manu- 
facturing activity. In the electric lamp 
industry for instance, operational cost- 
ing is used, while the plating industry 
employs job order costing. With re- 
gard to the compilation of manufac- 
turing costs, materials and labor costs 
plus fixed and variable expenses prop- 
erly allocated to the cost of produc- 
tion, must be computed. This record 
keeping is absolutely essential, but it 
is not the most important aspect of the 
cost accounting plan. Its true value 
and meaning is demonstrated in the 
analysis and interpretation of these 
reported facts. The cost accountant 
should also investigate variances be- 
tween actual and expected costs, so 
that he can aid management in the 
solution of business problems and as- 
sist in cost reduction. Finally, fore- 
casts must be prepared which serve as 
a basis of planning and budgeting. 
Cost systems and methods stand or fall 
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Why We Use Standard Costs—Pointers and Remi 


By THOMAS G. CULLINAN 
eR! 
Plant Accounting Supervisor, Lighting Division, Sylvania Electric Products, inc., Salem, Mass, — 


The question of the proper accounting method to use is a continuous 
subject for discussion in most companies. 
are, standard costs are by no means accepted everywhere. The author 
presents bere the many facts justifying the use of standard costs for 
bis firm, especially in connection with cost control, pricing assistance, 
in -entory valuation, and budgetary planning. 

















Widely-accepted as they 














as they meet or fail of meeting 
objectives. “ 

For. these purposes, cost figures fa 
into two groups, historical and pre 
determined. Historical costs are i 
piled after the completion of 
tion or after the fact. Historical 
look back at past activity and 
from a cost viewpoint, the results @ 
previous operations. P ¢ 
costs are compiled before p: 
takes place, based on management 
thinking on what the cost should be 
Predetermined costs propose to look 
ahead to show the cost of a futume 


operation for a projected period. 


The Problem of Perspective 


Predetermined costs grew out of 
need of management to know { 
than past cost performance on theif” 
manufacturing operations. They 1 
a norm to see if they were pre 
economically. This need is natural 
any field of endeavor, for we pt 
to evaluate our performance by meant 
of some reliable comparison. For th 
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reason management began to meas- 
ure its current performance with past 
historical costs. These costs were use- 
ful to a point but would serve to per- 
petuate unfavorable variations if these 
inefficiencies existed a month or a year 
ago. With the advent of labor stand- 
ards, brought about by time and mo- 
tion studies, predetermined costs be- 
came available in reliable form and 
assumed more significance in control- 
ling costs. This fact resulted in em- 
phasis being shifted from the purely 
recording duty of the cost accountant 
to his function of reporter, interpreter 
and forecaster. 

A standard cost, then, is a prede- 
termined cost computed before produc- 
tion is undertaken. Standard costs can 
be used either om job order costing 
where the cost of specific jobs put 
through a factory is ascertained or 
process or operation costing where the 
cost of production in one or more 
manufacturing departments for a 
given period of time is determined. It 
is not a different kind of system from 
job order or process costing, for it 
can be applied to either and will bring 
the added advantage of cost analysis 
hitherto unavailable. 

One must keep in mind, in line 
with the objectives already mentioned, 
that cost systems or accounting meth- 
ods and procedures should be estab- 
lished with the view of facilitating 
management. Over the years, ac- 
counting has become specialized but 
each specialty is in some way a service 
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to or within company management. 
The primary purpose of its existence 
is the use that management gets out of 
it. Because of this, we should not be 
as concerned with the “how” of a 
method or plan as we are with the 
“why” of it. In other words, too 
much emphasis should not be placed 
upon methods and procedures. The 
main effort should be given to the 
data upon which all the specialties of 
accounting depend, that is, informa- 
tion — and its evaluation — which re- 
veals what is taking place within a 
firm. 


Benefits Derived from Having Standards 
It is only with the proper place of 
cost systems in the business framework 
firmly in mind that the advantages ac- 
cruing to the firm which employs 
standard costs for control of produc- 
tion costs can be profitably considered. 
However, if the proper emphasis is 
kept, these advantages are impressive. 

The principal ones are: 

1. Management can be told when costs are 
not in line with what they should be. It 
is these variations or changes in costs 
between actual and standard costs which 


are important to management, to pro- 
vide a measuring stick of performance. 


. Standard costs can reduce time and 
effort. For example, if materials are car- 
ried at standard values, there is no need 
to calculate inventories on a lifo, fifo, 
or other similar basis, as all units of like 
description have the same unit price. 


. Under standard costs, fluctuations from 
predetermined costs can be broken down 
to determine which accounts are below 
standard. Under historical costs, it may 
be impossible to determine this. 


. The cost of a product may be required 
for production planning before produc- 
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tion is started. Standard cost would 
help where actual cost would not, since 
historical costs might not be representa- 
tive. 


5. Use of standards places emphasis upon 
budgetary control because of the close 
relationship of standards and costs. 


In short, in the use of standard cost, 
the main object is control—control of 
production and cost by having meas- 
uring criteria by which it is possible 
to ascertain what the costs should 
have been, what they actually are, and 
why there is a difference. Standards, 
like ratios, are convenient means of 
focusing investigation. Through them, 
an analyst can determine whether cur- 
rent costs indicate favorable or unfav- 
orable conditions. However, differ- 
ences from standard, it should be 
noted, are meaningless if the analyst 
reaches conclusions without pressing 
investigation far enough. 


Principal Areas in Which Standards 
Apply 


The benefits which accrue to the 
control of production costs from the 
use of standard costs have been enu- 
merated. Inasmuch as the control of 
costs is only one of the phases of the 
cost accounting plan, the standard cost 
system, to be workable, must also be 
able to “perform” in connection with 
the other functions of price setting, of 
inventory valuation, and of forecast- 
ing. The standard cost system success- 
fully meets the requirements of these 
purposes, since it can be used: 


1. As a factor in pe selling prices—In 


the lamp industry selling prices are set 
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before manufacturing begins. 


standard predetermined cost has an im 


portant part. Such costs are free ¢ 


excess shrinkage and unusual c 
which might invalidate initial actual 
if used for pricing. 


. As a basis of inventory valuatic 
ard cost in raw material and 
goods excludes excess costs above 


ards, inasmuch as abnormal costs « 


absorbed as part of the month’ 
facturing cost. There should 
clerical work involved in carrying 
— inventory value than actual i 
value. 


. As an aid in planning control for c 


periods—Once the sales budget end pam 


duction schedules have been b 
standard cost can provide infec 

for total manufacturing costs. In 
tion to this, the history of actual, 

ard costs and variances 

basis for forecasting differences 
can be expected in the budgeted p 


Standard Costs and Cost Control 
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Standards are an effective means of 
cost analysis and control in a | 


plant, because they can be used 6 


management to ascertain the reason 


for the variances with actual, 


are developed. These variances | 


pear on cost reports expressed in 
lars over or under standard costs 


center management's attention ont 


differences. Management is resp on 


sible for correcting any devi 


from standard, but their disclosurt 
must come first, preferably documented 


with reasons. 
The percentage of material 
ciency, which is the quotient of 


put (production) divided by i 


(material parts placed in product 


is of particular importance to at 


plant managers. As our material 


me 
account for sixty-five per cent of the 
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total manufacturing costs, the cost of 
materials takes on high significance in 
our case. Labor efficiency is another 
tool that is employed continually by 
management to measure the quantity 
of labor taken by the output. Labor 
attainment, as shown on the monthly 
cost report along with material effi- 
ciency, is a comparison of actual direct 
labor dollars used to standard allowed. 
These material and labor efficiencies 
have become the barometers of the 
manufacturing operation. The rise or 
fall of a product's performance can be 
measured in terms of these percentages, 
as they are based on standards. 

Our control of overhead is similarly 
based. The use of a fixed and vari- 
able formula based on actual output, 
determines allowable overhead costs. 
Control of overhead expenses is harder 
to attain, because they are not under- 
stood as well as costs which are di- 
rectly chargeable and because account- 
ing techniques have only reached a 
stage of development achieved much 
earlier for direct costs. Control must 
be exercised at the source by placing 
responsibility on individuals in the 
plant. In the case of overhead items 
it is indeed divided. The maintenance 
supervisor, production foreman and 
top management all have certain ave- 
nues of responsibility. However, stand- 
ards help here, too. The basic ap- 
proach to control overhead is the same 
as direct materials and labor. Stand- 
ards should be set and performance 
measured against it, with corrective 
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action taken when standards used fail 
repeatedly to reach the goal. Control 
of any product or expense item is ex- 
ercised by keeping the costs within 
the limits determined for that particu- 
lar level of operation. 


Standard Costs and Inventory 
Valuation 


Both raw material and finished 
goods inventories are valued in our 
company by extending the units in in- 
ventory by the standard cost. If inven- 
tories were to be valued, whether on a 
fifo or lifo basis, without use of 
standard cost, it would have to be 
done on the total quantity of the in- 
ventory because the inventory at Syl- 
vania amounts to millions of lamps. 
If the inventory were, conceivably, 
valued on a unit cost basis of the total 
inventory, no identification could be 
made to specific types of lamps. Over 
one thousand different types of lamps 
are contained in the incandescent in- 
ventory. Under the present system, 
each type of lamp has an individual 
standard cost and the quantity by type 
is extended by the standard cost to 
compute valuation. As the standard 
cost varies greatly on different types, 
the standard value provides the only 
practicable detail in listing the break- 
down of cost for inventory. Every 
month the ending finished goods in- 
ventory is listed by type, quantity and 
standard cost, for management to see 
the actual mixture of types and cost 
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and to take corrective action if the 
situation demands it. 


Standard Costs and Budgetary 
Planning 


The standard unit costs provide the 
basic data for converting the produc- 
tion schedules into total manufactur- 
ing costs for the financial budget. 
Standards also furnish information for 
the monthly three-month forecast. If 
standards were not employed, exten- 
sive investigation would be required 
to secure the necessary information, 
because of the inclusion of nonrecur- 
ring costs in the actual costs which 
would have to be used. 

The relationship between standards 
and budget is especially close knit at 
Sylvania. The budget attempts to set 
up a predetermined standard of oper- 
ations as a whole, as contrasted with 
the setting of predetermined costs per 
unit by product. Nevertheless, the 
viewpoint is the same. The cost ac- 
countant should be concerned with 
future operations for predetermined 
costs give management insight into 
what it can expect in estimated pro- 
duction costs for the coming period. 
If the budget is a plan of what will 
take place for the company as a whole 
and predetermined standards are what 
the production costs should be, then, 
of necessity, standard costs must be 
closely related to budgetary control. 


Standard Costs and Pricing Assistance 
Many times in the course of a 
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of an inquiry of a potential a 

or for the purpose of rounding ; 
particular line of products, reques 
from the cost department a figure for 
manufacturing cost, for help in setting 
a sales price for a new item. Timeand 
effort are saved in answering such pe 
quests, if standard cost is in op 
Usually, some of the material p 

and efficiencies, plus labor oper 

and attainment are known from 
standards of existing lamps. The only 
special requirement, then, is to deten 
mine a limited number of unknown 
material and labor costs for the pre 
posed lamp and apply the overhead 
burden rate. As the elements of speed 
and accuracy are essential for sales 
quotations to customers, standard cost 
has a decided advantage. : 
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Does Management Know How 
Standard Costs Will Help? 


The benefits which can be derived. 
from standard costs have been out 
lined in this article, along with the 
general features of a workable pro 
gram employed in the Lighting Divi 


sion of Sylvania Electric Products, Ine 
However, different conditions zi 


different solutions. Any cost system oe 
will have to be adapted to provide the one ¢ 
information which the company’s mate ports 
agement requests. That is the a vo 
the matter and places a responsil mana 
upon the cost accountant. When : neces 
ards are not available to compare of fir 
current operations, it is often th volun 
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sult of a lack of personnel to estab- 
lish standards or the failure of man- 
agement to appreciate what standards 
can do. They are a :ool for management 
to aid in producing economically. It 
becomes a function of the cost ac- 
countant to explain the working, and 
results gained from the employment, 
of standard cost. If it is felt that 
standards would assist the operation, a 
selling job should be prepared in order 
that management may understand the 
usefulness of a standard cost system 
and install it. 


cisions that result from the employ- 
ment of standards, aid in improving 
the profit position as well as the fu- 
ture competitive standing of a com- 
pany. 


Estimating the Month's Gross Profit Under 
Standard Costs 


By PAUL W. OSLER : 
Supervisor—Cost Accounting, Controller's Staff, P. R. Mallory & Co., Inc., Indianapolis, Indiana 


A practical solution of the problem of late reporting of operating re- 
sults is the subject of this paper which recommends the issuance of an 
advance estimate in similar detail to the final report. Standard costs 
supplemented with various analysis and other techniques form the 
basis of an estimated operating report immediately available to man- 


agement at the end of the period. 


[ SEEMS SAFE to say that, in a highly 

competitive manufacturing business, 
one of the most important financial re 
ports—if not the most—is the operat- 
ing statement. It is from this that 
management derives the information 
necessary to assis: in the formulation 
of financial policies. Fluctuating sales 
volumes, a high break even pcint, ss 
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well as changing material costs, may 
reflect business trends which require 
immediate action. However, in the 
past, it has been felt in our company 
that, by the time the published finan- 
cial reports were received, it was too 
late for management to use them for 
other than statistical purposes. A 
method had to be devised by which 
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management would receive gross profit 
statements earlier. An estimated gross 
profit report was found to be the an- 
swer. 

In developing our program for a 
rapid report certain basic premises 
were recognized. The estimated report 
would need to be presented in the same 
detail as the finished final financial 
statements. It would need to be accu- 
rate, first, because it would be a source 
from which management would be 
making decisions and, secondly, if it 
did not compare (or nearly) with the 
final statement, confidence would be 
destroyed not only in the accuracy of 
the report but in the ability of the ac- 
counting people to supply the needed 
information at the proper time. Fur- 
ther, the information would need to be 
immediately available to management 
at the close of any period and reflect all 
the facts up to the close of the period. 

Some of our problems seemed in- 
surmountable. An endless amount of 
detail would be required to compile 
information for an estimated gross 
profit report to be furnished between 
issuances of the regular monthly state- 
ments. In fact, certain costs are hid- 
den in our manufacturing processes 
and come to light only on the com- 
pletion of the periodic gross profit 
statements, such as unabsorbed over- 
head, excess labor and variance in ma- 
terial usage. Therefore, in order to 
have the necessary detailed informa- 
tion available, a certain amount of 
planning and routing of source in- 
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formation would have to be done 


the least amount of disturbance to th } 


normal accounting structure. An 
higher degree of organization 
be required in a centralized corp 
accounting system, like ours, to ¢ 
pile and distribute information to ou 
lying units for their use in p 

an estimate of gross profit. Ni 

less, all this effort would be cos 
sated for by providing the informatig 
in time for it to be used to the be 
advantage. 


my 


Estimating Standard Cost of Curreat 
Periods’ Sales 

Our first step in preparing an 
mate gross profit statement was to ap 
ply to the sales dollar for the per 
being estimated, a standard cost 
cent to arrive at the standard cost 
plicable thereto. This percentage 
be obtained from past statistics and 
will be fairly stable. It will vary, : 
ever, from month to month due to the 
sales mix, especially where 
types of products are involved, 
having its own process of fabricati 
Some periods may have more 
of items having a high standard 


percentage to selling price, tending 


raise the overall average. Others 
have the reverse effect on the average 
A finer solution would be to di: 
sales into types of product in the 
sales dollar and apply a more acai 
standard percentage against each clas 
We decided to do this, which at ona 
raised the question of how. Th 
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method of segregating sales by types 
of products, each with its own rela- 
tively comparable standard cost rela- 
tionship to sales, will depend on the 
volume of invoices being considered. 
We find it practical to use tabulating 
equipment. Sales dollars of each clas- 
sification are listed in preparation for 
the application of the standard cost 
percentages. We get results like those 
shown below, although the working 
detail shown does not appear on the 
estimated gross profit report submitted 
to management. This shows only sales 
and standard cost of sales: 


Product 
line Sales Mark-up 


Class A $ 400,000 $60.00 $240,000 $160,000 
ClassB 200,000 65.00 130,000 70,000 
ClassC 600,000 70.00 420,000 180,000 


$790,000 $410,000 


—_—_ 


Std. Cost Total Std. 
PerC. Cost 





Total $1,200,000 

Having thus obtained satisfactory 
determination of the estimated margin 
between sales price and the cost ele- 
ments included in standard cost, it was 
in order next to estimate the incurrence 
of other costs, such as engineering, 
tooling, royalties, variances from stand- 
ards. 


Basis of Estimated Product 
Engineering Charges 

Due to its generality of purpose, 
product engineering is a type of cost 
comparatively difficult to estimate ex- 
actly. Unless a specific program of de- 
velopment is being maintained at a 
certain pace and an amount established 
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to absorb the charges, it is difficult to 
discover a cost pattern applicable in 
estimating the impact of current 
charges. Product engineering costs, 
due to the aforementioned reasons, are 
estimated to have been incurred in 
amounts based on statistical informa- 
tion of past experience combined with 
planned current information relied 
on to disclose marked deviations from 
the past. This procedure results in an 
advance estimate as close to the actual 
outcome as it is possible to get. 

To compile current information, en- 
gineering project numbers are as- 
signed. Any material purchased spe- 
cifically for the project or withdrawn 
from a central stock room on material 
requisitions is charged to one of these 
project numbers. The estimator, who 
usually is the divisional comptroller or 
his assistant, has access to these charges 
as they occur, inasmuch as the requi- 
sitions must pass through his depart- 
ment. Thus accumulated, the informa- 
tion for the total material charges to 
the engineering costs is readily obtain- 
able at the end of the period. An- 
other item of charges to these orders 
is labor. This cost comes from an 
analysis of the salaries and wages of 
engineers assigned specifically to the 
project. These labor charges are accu- 
mulated on job tickets and analyzed by 
the engineering department, which fur- 
nishes the estimator with the resulting 
figures. Undistributed engineering de- 
partment costs such as fixed charges 
for depreciation, taxes, insurance, etc., 
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together with general operating sup- 
plies, drafting salaries and wages, etc., 
are prorated to the engineering projects 
on the basis of the direct engineering 
salaries and wages. 

Good judgment must be used by 
the estimator in analyzing the results 
to arrive at an advance figure for en- 
gineering costs. He must compare 
them with previous costs in relation to 
sales activity. This is especially true in 
the classification of engineering over- 
head. 


Tool Costs Preseat a Similar Problem 


Tool costs are considered in our ac- 
counting, as appropriately written off 
to cost of sales when incurred rather 
than to a deferred account for future 
amortization. This fact is mentioned 
because it suggests that tool costs 
charged against sales will vary with 
tool-making activity. It can be said, 
therefore, that tool costs fall into the 
pattern of engineering costs. If specific 
programs are being maintained, tool 
expenditures can be predicted quite 
accurately from the current information 
made available by the planning unit. 
However, unless this is known, it is 
difficult to determine the amount of 
charges in this classification because 
they are derived from several sources, 
i.e., factory labor, an applicable per 
cent of overhead applied thereto, and 
material from specific purchases of in- 
dividual parts of a tool or die or from 
fabrication within the company’s tool 
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department, which would fall Metis 
the labor classification. from 
The accumulation of current infe Fo 
mation to permit estimate of tool o stand 
for the current period is facilit aatege 
the issuance of prenumbered factor terial 
orders for the complete purchase indy 
tool room fabrication of a spec can 
or die. Outside purchases or tool toa tien. 
labor and expenses are charged to thes of pr 
orders. When an order is complete tickets 
it is closed directly to tool cost of spent 
The estimator has at his disposal) ard Ia 
copy of each of the factory orders. AR Bion 
in the case of the compilation of eng Bie 
neering costs, the estimator can acm tual La 
mulate on his copy of the factory’ dattio 
ders any material requisitions tm no 
ferred to the order or any mater iain 
purchased for the order as taken ff omed 
his duplicate copy of invoices anive 
nished by the accounts payable d nto 
ment. q end ec 
Labor and overhead costs of | Labor 
company’s tool department are O& § hours. 
tained by app!ying a liquidating rate? ber of 
a daily labor distribution of hou ‘ duced. 
factory orders. This rate is set by t @  determ 
tool department at the time its bué as labc 
is prepared and its use is intended “Y's § 
absorb the expenses of the tool dep petiod 
ment. The total tool cost of sales _e 
the advance statement is arrived at — 
adding to the material costs accu { This st 
lated on the factory order the dantint 
and ovechead which is obtained bj Big ship 
plying the liquidation rate to the ¢ j and tra 
distributed hours by factory ¢ ; The 
N.A.C.A. BULLETIN Marci 


Meking Sound Estimates of Variances 
from Standards 

For analysis purposes, variances from 
standards are divided into the three 
categories of labor, overhead and ma- 
terial. Of these, the labor variance 
can be predicted with a fair amount of 
accuracy at almost any stage of produc- 
tion. Actual labor cost at any stage 
of production is obtainable from time 
tickets which show the labor hours 
spent at each job operation. The stand- 
ard labor at the same stage of produc- 
tion can be evaluated easily from the 
time tickets used in obtaining the ac- 
tual labor cost. A standard rate of pro- 
duction is established for each opera- 
tion and grade of labor and is shown 
on the time ticket. ‘The standard labor 
eamed or “labor load” maintained is 
urived at by multiplying the standard 
tate by the production accomplished 
and entering it in the space provided. 
Labor time tickets show hours worked, 
hours earned at standard, and the num- 
ber of pieces of a part number pro- 
duced. These are calculated daily to 
determine payroll distribution, as well 
as labor efficiency of operation. Each 
day's analysis is accumulated until a 
petiod’s activity is obtained to deter- 
mine a standard labor load produced, 
and the resulting variance in labor 
costs is charged directly to cost of sales. 
This standard labor load can be sub- 
stantiated by evaluating the labor value 
in shipments, in department transfers, 
and transfers to finished parts. 

The overhead variance estimate pre- 
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sents a one-sided problem. It is rela- 
tively easy to find the standard over- 
head absorbed, for it results from a 
mathematical procedure of applying a 
specific predetermined overhead rate to 
the standard labor load produced. It is 
more difficult to estimate the actual ex- 
penses from which the standard ab- 
sorbed will be deducted. To arrive at 
the amount of actual expenses as 
methodically and as accurately as pos- 
sible, fixed overhead costs, such as 
heat, power, depreciation, taxes, in- 
surance and the fixed salary classifica- 
tions of supervision, clerical, floor and 
line service, etc., are summarized first. 
Expense items purchased outside are ac- 
cumulated from duplicate invoices 
furnished by the accounts payable 
department. Requisitions for supplies 
withdrawn from a central stock room 
are analyzed. Expenses which are ac- 
cumulated on a deferred plan, such 
as on factory orders or job orders, 
present a problem to the estimator 
since, not only is an analysis required 
of the expense charges to these orders 
but also of the ultimate closing of 
the order to the proper expenses or 
capitail account. A careful analysis 
of the incurred charges from labor, 
material transfers, or outside purchases 
is necessary to obtain a fairly close 
forecast of the outcome of the orders 
at the time they are to be closed. 
Material variance calculation for the 
gross profit estimate is the result of 
an analysis of material requisitions 
issued from the central stock room 
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and charged directly to variance. These 
may be for parts lost or scrapped 
over and above the original amount 
issued by the production control de- 
partment at the time the order was 
placed on the production floor for 
processing. 


Completing and Commenting on the 
Gross Profit Estimate 

The data obtained through the var- 
ious analyses—and other procedures— 
outlined above is presented in the 
following form. 


Other costs: 
Engineering 


Royalties 


Variances: 
Labor .... $ 8,500 
Overhead 11,000 
Material.. 16,500 36,000 

Total other costs 

$ 337,400 


28.1% 


Gross profit 


Per cent to sales 


Percentages of each item of cost 
to sales may also be shown, in order 
to make comparisons more significant. 

As the detail information is ac- 
cumulated, any abnormal charges or 
credits should be noted, in order to 
explain to management the reasons 
for a good or poor result as indicated 
by the estimate of production per- 
formance during the period. Under- 
lying detail can be extended almost in- 
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definitely, but good judgment 
be used as to the significance of 
information. After all, the p 
of the estimate is to furnish mag 
ment with a quick and early 
at the results of operations. 


reports and financial statements 7 


marizing the activities of a dep 

are too involved for the ¢ n 

head to grasp the meaning of t 

formation contained. 
Examples of comments which 


be included with the report, are: 
1. Engineering costs are abnormally 
by approximately $3,000, due to the wi 
zation of two extra engineers in 
meet the schedule of develagll 


needed, This was approved by the 


duction superintendent. 


. Labor excess is slightly higher adi 


4 


a. Faulty raw material 
b. Die trouble 
c. New operators ............0. 





. Material excess is sight under 
due to the return of pnd 
value to active inventory, which 
ously had been written o 


Regardless of how thossall te 
analysis is of each type of manufac 
turing cost, a certain amount @ 
judgment must be used in in’ 
the figures. Sales amounts —— 
the different periods due to shipping 
schedules or billing facilities. Th 
may mean that production is he 
steady and accumulating costs 
will be absorbed in a future petié 
or month, Thus, one period 
a small billing figure may carry W 
it an amount of cost of operation ® 
exceeding the sales. Although | 
consideration does not apply to 


N.A.C.A. BU 
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standard costs estimates (as they are 
applied directly to the sales billed) 
it does apply to other costs such as 
salaries, indirect productive wages and 
normal fixed charges, which do not 
have 2 direct bearing on the amount 
of sales billed in a certain period 
being estimated. 
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The estimating of operating results 
at the gross profit level may not be 
practical for all businesses but it cer- 
tainly has made quite a contribution to 
our management's financial decisions 
regarding inventories, production plan- 
ning, and has indicated where to take 
prompt corrective action. 





Letters to the Editor 


HOW WE COMPENSATE 
OUR SALESMEN 


Editor, N.A.C.A. Bulletin: 


I SHOULD LIKE to describe a plan of 
salesmen’s compensation and reimburse- 
ment which is being used with a con- 
siderable degree of success. In doing so, 
I shall have to assume a_ hypothetical 
situation which I think will not be un- 
like many of those encountered in a 
typical distributor's operation. The ter- 
ritory to be covered is state-wide and is 
divided into smaller territories on a geo- 
graphical and economic basis, as nearly 
as it is possible to do so, assuring each 
salesman of a potential which is worth- 
while and which will, at the same time, 
provide a challenge to his ability. In 
making such a subdivision, it is only nat- 
ural that some of the territories will have 
wider spread than others. Some will be 
concentrated in urban areas, while others 
will be mostly of rural. The type of area 
and the cost of covering it must be a 
factor to consider in arriving at our method 
of compensation, keeping in mind the fact 
that we want to arrive at a basis which 
will be as nearly a true direct cost as 
possible, varying directly with sales. 

The amount of the base salary may be 
determined in a normal manner by the 
qualifications, of the individual salesman 
the demands of the territory to which 
he will be assigned, and the stage of 
development of the territory. From this 
starting point, the base salary will depend 
upon his application to his work, willing- 
ness to cooperate with management poli- 
cies, and initiative. 

But what about incentive pay or, as it 
is called in the field of distribution, com- 
mission? Many plans call for markedly 


904 





high commission rate (perhaps oer 
base salary) in order to make the lied 
attractive. The fallacy of this ple tol of 
that, as volume increases, the ij control 
sulting reduces the incentive. the m 
instances, this is taken care of by a, oo 
ually reducing scale of i tioned 
this too, affects sales drive sdveenal al of 
considering as many methods of cog vale 
sion payment as we could find in suggest 
decided upon a low rate which, trl. 
satisfactory base salary, provides Emp! 
compensation but, at the same identifi 
combination represents reduced not so 
as the volume increases. This ¢ themsel 
to control the direct sales cost ance 
very narrow limits and has pre should 
method of compensation which is wm "2! 
acceptable to all salesmen. 4 ployee 
Beyond this point lies the q or day 
paying the travel expenses of the cial pa 
We are interested only in seeing man. | 
out of pocket expenses are returned to  o 
salesman. A fiat mileage rate is not he shor 
measure of actual auto operating expe pass fr 
It overpays the man with the long which 
territory and does not reimburse the ot bun 
with the concentrated urban area. Th All 
fair way to take care of this ite plant p 
seems to us, is to properly desk. 
fixed operating charges such as plain si 
ation, licenses, insurance, etc., and 4 but, nc 
at a per diem allowance to coals 
cover these items. Then a mi ge 
lowance is prepared based upon on 
gas, oil, and maintenance charges cuteel 
enced by operators of the low-priced employ 
additional costs of operating vary fir 
to be borne by the salesman. © repaurm 
penses are reimbursed on 
J. me 
MARC 


N.A.C.A. BU 


THE IMPORTANCE OF 
“GATE CONTROL” 


Biitor, N.A.C.A. Balletizi: 


If WE ARE TO maintain a reasonable con- 
trol of our materials, we must not only set up 
catrols over them but also must restrict 
the movement of people who may have 
acess to them. Although the areas men- 
tioned in the following paragraphs are typi- 
al of those needing control they ace by 
no means complete. They do, however, 
suggest a minimum goal for “gate con- 
trol.” 

Employees should be required to bave 
identification badges. This requirement is 
not so much a check on the employees, 
themselves, as a protection against the en- 
trance of unauthorized persons. Employees 
should also be restricted to certain hour: 
when they may enter the plant. If an em- 
ployee is required to work at some hour 
or day other than his regular shift, a spe- 
cal pass should be given him by his fore- 
man. If an employee desires to take pack- 
ages or personal effects out of the plant, 
he should be required to obtain a package 
pass from his foreman or supervisor, on 
which is stated the contents of the package 
or bundle. 

All visitors should register with the 
plant protection officer or at the reception 
desk. Badges which should be worn in 
plain sight should be given to the visitors, 
but, no matter how well identified, they 
should not be allowed to wander aimlessly 
through the plant. Escorts should accom- 
pany visitors to and from destinations. 

It is particularly important to exert strict 
control over outside contractors and their 
employees while in the plant. These men 
vaty from construction workers, telephone 
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machine operators and others. They often 
are required to work in many areas of the 
plant for long periods of time. In addi- 
tion, quite often they come in trucks or 
cars. Unless some control is memtaiaed 
over their movements, they arc not unlikely 
to carry away plant material whether by 
inadvertence (material issued so them ist 
use) or otherwise. Independent cortzac: 
tors and their employees shou’! register 
on entering the plant and or leaving when 
their work is done. Badges should be 
issued, and a record of name, affiliation, 
and work area should be maintained. 
Vehicles of all types, sizes, and variety 
enter and leave the plant continuously all 
day. These vehicles must be carefully con- 
trolled, inasmuch as large quantity of ma- 
terials come and go in these vehicles. 
Empty trucks leaving the plant should be 
carefully inspected for material not cov- 
ered by proper documents. A record of 
every commercial vehicle entering or leav- 
ing the plant should be maintained by the 
plant protection department on a daily 
truck record. All trucks should surrender 
one of the following documents before be- 
ing permitted to leave: miscellaneous ship- 
ping order, inter-plant transfer, bill of lad- 
ing, railway express receipt, parcel post 
register, or general truck pass. Moreover, 
the plant protection officer should inspect 
the contents of the truck to determine 
whether they are, in general, covered by 
the exit document. 
The examples which have been given 
illustrate some of the controls which may 
be set up to make sure that only author- 
ized materials enter and leave the plant. 
The type or extent of control necessary de- 
pends on the nature of the business, the 
value of material coming in and going out, 
and its volume. 

FRANK L. ESPOSITO 





Notes on Current Reading 


Books 


Measuring Business Changes — A 
Handbook of Significant Business In- 
dicators. 


Richard M. poe. Jobn Wiley & x wane 
New York, N. Y., 1935, 382 pp., $7.9. 


The question, “Who does not want aa 
suggests the attractiveness of the topic of 
this book which approaches its subject by 
recognizing that “the businessman today 
needs two sets of facts to make intelligent 
decisions. One covers his own operations. 
The other tells him what is happening in 
his industry and in the economy as a 
whole.” Emphasis throughout is upon 
sources of data, which are identified and 
described. The main divisions of the book 
are “National Income and Product,” 
“Population,” “Labor: Employment and 
Earnings,” “Commodity Prices,” ‘Produc- 
tion and Business Activity,” “Construction 
Activity and Costs,” “Trade,” “Financial 
Activity,” and “Stock Prices.” 


Accounting Trends and Techniques 
— 9th Edition. 


American Institute of Accountants, 270 Madi- 
som Avenue, New York 16, N. Y., 266 pp., 
$15.00. 


Not quite a decade of annual commentaries 
upon “published corporate annual reports’ 
is marked by the present work which “in- 
corporates the results of a study of the 
accounting aspects of financial reports . 

of 600 companies . . . (which were) ac- 
companied by opinions from 73 firms of 
certified public accountants and covered fis- 
cal years ending between May 1, 1954 and 
April 30, 1955.” Detailed reflection of 
practice appear under five main sections 
relating, respectively, to financial state- 
ments (as a whole), the balance sheet, the 
income statement, retained earnings and 
capital surplus, and the accountant’s report. 
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Institute of Accounting. 


University of Colorado, Boulder, C 
1955, (Photographic process), 104 |) 


Reported in this publication are 
principal addresses given and the ig 
ductory papers to two group di 
conducted at the Institute on 

held last May under the auspices 
Division of Accounting of the 
Business of the University of 

Address topics were interpretation of ¢ 
ating reports, client preparations for | 
ternal audit, C.P.A. standards and | : 


| 
; 
Proceedings of the Second A : 


flicts between concepts of income 
counting and tax purposes. The 
sions dealt with property account 
presenting accounting information to | 
agement. 


Accounting Pepers of the 
Annual Conference of Ac 
1955. g 
University of Tulsa, Tulsa, Ohklaboma, 
1955. 


The initial address reproduced in t 
ent report of proceedings reflects the hk 
tion of the April 1955 Conference in 
they originated, dealing, as it does, | 
“Determination of Gas Production G 
It was followed by a panel discussion 
“Accounting Procedure for Unit and 
Lease Operations.” The remaining | 
papers have a methods emphasis and 
cern work simplification (two) “a 
grated data processing. 

Report Writing for 


Jennie M. Palen, Prentice-Hall, Inc., 
Pox New York 11, N. Y., 1953, 


In large part, this discussion of & 

writing has the needs of public 

ants’ staffs primarily in mind. 
N.A.C.A. BU. 











SELECTED ARTICLES FROM ACCOUNTING PERIODICALS 


THE CONTROLLER, December 1955 (2 Park Avenue, New York 16, N. Y., 
single copy $.50) ; 
How Some Companies Are Planning and Controlling Their Operations. 
John V. van Pelt lil. 
Floor Costs and Government Contracts. Paul M. Trueger. 


Break-Even Analysis for Cast Forecasting. Jim G. Ashburne. 


THE FEDERAL ACCOUNTANT, September 1955 (P. O. Box 53, Washington 4, D.C.) 
*The Army Industrial Fund — An Introduction. H. A. Kriebel. 


ILLINOIS CERTIFIED PUBLIC ACCOUNTANT, Winter 1955-56 (208 South La Salle 
St., Chicago 4, Illinois, single copy $.40) 
A New Approach to Budgeting. Richard F. Peirce. 


JOURNAL OF ACCOUNTANCY, January 1956 (270 Madison Avenue, New York 


16, N. Y., single copy $.75) 


single copy $. 





The Funds Statement And Its Use by Analysts. Charles T. Horngren. 
*Employer's Duty to Give Economic Data to Unions. Max J. Miller. 


RETAIL peat December 1955 (100 West 3st Street, New York 1, N. Y., 


Variable Budget Control. Fred V. Gardner. : 
Expense Budgeting — The Key to Operating Within Your Income. 


*Further mentioned in accompanying notes on particular articles. 


Kenneth P. Mages. 








with this, the first chapter is entitled, “Re- 
sponsibilities of the Independent Auditor” 
and the second, “Uses and Structure of the 
Audit Report,” followed by chapters re- 
lated to balance sheet and income state- 
ment items, opinions, and comments. It is 
here that more genera] matter also appears, 
in three chapters on rhetoric and one on 
“The Right Word.” 


Standard Handbook for Accountants. 


McGraw-Hill Book Company, Inc., 330 West 
42nd St., New York 36, N. Y., 1956, 1165 
pP., $15.00. 


This handbook was in preparation by J. K. 


Lasser at the time of his death. Multi- 
authored (there are more than fifty con- 
tributors), it is focused on the improved 
practice of public accounting, including 
management of C.P.A. offices practices and 
audits. However, Section 4, which includes 
eleven contributors on such topics as “De- 
signs for Effective Records” (among Mr. 
Lasser’s contributions), “Effective Budget- 
ary Practices,” “Systems for Expanding 
Business” and “Electronic Data Process- 
ing,” have broader impact. 


Articles 


Profit Planning Under Automation. 
Jobu H. Rittenbouse, The Controller, January 
1956. 
The springboard of this article is the view- 
point that automatior: of industrial proc- 
esses will depend on its profitability and 
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that this consideration will govern the 
speed of progress in this direction and also 
suggests the approach necessary, requiring 
business forecasting and the appraisal of 
cost patterns resulting from various degrees 
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SELECTED ARTICLES FROM BUSINESS PERIODICALS 


BUSINESS BUDGETING, November 1955 (National Society for Business 
The Andrew Jergens Company, 2535 Spring Grove Ave., Cincinnati 14, © 
Forecasting for Planned Profit and Control. C. E. Manteuffel. 
Profits Are Worth Planning oe Charles P. Reynolds. 
The Budgeted Hour. E. A. V 
Fixed yr aaah mo wt of Expenditure and Technique of Accounting. Frank 
OFFICE EXECUTIVE, January 1956 (132 West Chelton Avenue, Philadelphia “8 
single copy $.50) 
Systems Mechanization—Office Paperwork. P. B. Garrott and Robert A. 
Automation—Electronics in Your Office. Sidney Lyons. 








cate 


of increased mechanization, with especial columns (large-size pages) of this tw 
attention to break-even points. page spread concentrates on further sou 
of information on the subject. It 
The Army Industrial Fund—An Intro- },- mentioned that there is a cont 
dection. page for the definitions, which are sine 
H. A. Kriebel, Federal Accountant, Septem- in all, and that the uses mental 


ber 1953. 
A source of interest to accountants in in- “hirty-two in number. 
dustry—because it attempts to put govern- 
mental activities on an enterprise basis, fi- Employer's Duty to Give 
nancially and cost-wise—the Army's con- Data to Unions. 


ca : . Max J. Miller, Journal of Ac 
cept (and application) of industrial fund on Po a - of countancy, I 


ie 


accounting is here introduced as related to Not directly an accounting paper, 
Watertown (Mass.) Arsenal. The paper is ticle reviews the current status of 
the first of a group of seven papers on the decisions as to information which 
application published in the Arsenal's own 4, claim from their companies. It is) 
periodical. gested in closing that the obligation 


What Is Operations Research? furnish information extends to 


Annesia R. Gardner, Dun's Review and Mod. (198) detailed information concen 
ern Industry, December 1955. components and factors that enter 


Flanked by boxes containing, on one side, determinination of wages—direct 
definitions of operations research and, on direct—and other forms of compe 
the other, possible uses (classified by pres- A considerable list of case refer 
ent prospects of success), the center four given. 


N.A.C.A. BU. 





For Your Juformation 


IN THE ARMY NOW 

IN THE FEBRUARY 1956 issue of the 
N.AC.A. Bulletin, there appeared Com- 
nander Eugene W. Hurn’s article, ‘Navy's 
Ferformance Budget—-A Step in Military 
Cost Control.” This month we turn to an- 
other Service. Reproduced here are two 
sections, as entitled below, of the first 
chapter of The Compzroller’s Guide issued 
during 1955 by the Department of the 
Army. The selections reflect the theme of 
the chapter, which is captioned “The 
Army's Managerial System” and suggest the 
nature of the contents of the publication 
as a whole, which includes seven chapters 
and runs to 77 pages. The two excerpted 
sections, in which N.A.C.A. members will 
discern many considerations long empha- 
sized in industrial accounting, follow: 


Army Program System 
“Programming in the Army provides for 


grouping all Army activities into major 
functional categories. Each functional cate- 
gory constitutes a Department of the Army 


‘primary program.’ Programming, i.e., the 
preparation and use of these primary pro- 
grams, involves program development, pro- 
gram execution, and program review and 
analysis. These three elements of program- 
ming afe carried on continually at every 
echelon of command in the Army regard- 
less of what they may be called or whether 
they are identified and given a name. They 
are interrelated and mutually supporting. 
Development depends upon data compiled 
for reviewing and analyzing execution. Exe- 
cution depends upon guidance from plan- 
ning. Review and analysis measures actual 
against planned and furnishes data for the 
planners and the executors of programs. 
4. Responsibility for Programming. 
(1) Programming is synonymous with 
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command or general management. The 
person ultimately responsible is the com- 
mander. He can delegate duties to sub- 
ordinates, but final responsibility, whether 
he carries out the duties himself or 
through subordinates, is his. 

(2) At the Department of the Army, 
working responsibility has been divided 
among three subordinates of the Secre- 
tary of the Army and the Chief of Staff. 
A Deputy Chief of Staff for Plans and 
Research is charged with program devel- 
opment. A Deputy Chief of Staff for 
Operations and Administration is respon- 
sible for program execution; and the 
Comptroller, for program review and 

(3) At lower echelons, this same or- 
ganizational concept is followed in some 
headquarters. In others, the working re- 
sponsibilities are distributed among the 
Chief of Staff or Deputy Chief of the 
Service and one or more deputies or 
other subordinates. 

b. Responsibility for Primary Programs. 

(1) Under programming one indi- 
vidual is mamed ‘program director’ for 
each separate program of the command. 
That individual is responsible for di- 
recting program development, execution, 
and the review and analysis of the as- 
signed program. The commander, hence 
looks to one individual for each major 
function. 

(2) At the Department of the Army, 
for example, responsibility for the 
Army's primary programs is divided 
among the Deputy Chief of Staff for 
Plans and Research, the Deputy Chief 
of Staff for Operations and Administra- 


tion, Deputy Chief of Staff for Logistics, 
the Comptroller of the Army, the three 
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Assistant Chiefs of Staff, the National planning and budgeting specific, 
Guard Bureau, and the Chief, Army Re- range projects, allocating the com 
serve and ROTC Affairs. resources, and reviewing the effec 
(3) At most subordinate headquarters of performance of each division @ 
where programming is in operation, re- branch. = 
sponsibilities are similarly assigned. At 
one Army area headquarters, for ex- Financial Management 
ample, responsibility for its command @. Financial management com 
program is divided among the four as- programming. Programming defines 4 
sistant Chiefs of Staffs, the Comptroller, schedules the mission to be accomp 
and several special staff officers. Through financial management the 
mander is provided with all funds 
¢. Relationship of Comptroller to Pro- sary to acquire the resources — men, me 
gramming. terials, and facilities — needed to per 
(1) At every echelon at which pro- assigned missions. Financial m 
gramming is done, the comptroller is in addition, provides the bases for h 
closely related to programming or, if it the commander accountable for the j 
is not identified as such, to the general ous use of these resources. 
management process. As a part of the — } To this end the Army's financial 
general management staff, the campus agement process integrates accounting, 
ler bears a share of the commander's geting, and financial reporting tech 
total responsibility for effective mannge- into a single system. Its effectiveness d 
ment. In discharging this responsibility pends upon the prompt availability ¢ 
he may be expected to assist in design- counting data in a form that will 
ing the command’s Program system; 1.¢, the commander in planning, executing, 
to develop and persistently to improve evaluating for operations. 
the procedures by which activities are 
planned, and by which their execution 
is made more effective and, subsequently, 
reviewed and appraised. Especially, he (1) Integrated accounting; ie, é 
will be concerned with maintaining, for  *i™8!€ Comprehensive system of 
his commander, a balanced or integrated ing and reporting that ties together 
review of all the programs or activities angeors easing Cee i, 
ts enna that will provide comparable 4 
(2) Ac Mitel chitin, cee, Oe Oe 7 
will likely be heavily engaged in system (2) Financial property 
and procedure design and in planning, ie, 2 system of accounting for 
os well os in the execution ead seview in dollar values as well as quantities. 
and analysis of programs. At an instal- (3) Stock funds; io. a 
lation, on the other hand, a comptroller ing capital (revolving) funds to finance 
will likely devote less time to designing inventories or supplies and other stores, 
systems and to planning. The installa- (4) Industrial funds; i.e, the use of 
tion comptroller will be concerned with revolving or working capital funds by 
fitting major command or service-wide industrial and commercial-type activities - 
systems to the needs of the installation producing goods or performing services 
or vice versa. He will be concerned with for other agencies and activities. “q 
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¢. Financial management consists 
tially of eight elements. 


a 





(5) Management funds; i.e. the ac- 
cumulation and distribution of expendi- 
tures among two or more appropriations 
involved in a common or joining opera- 
tion. 

(6) Consumer funding; i.e., providing 
using agencies anc installations with the 
funds to purchase goods and services 
needed in their operations. 

(7) Cost of performance budgeting; 
ie., the projecting and reporting on costs 
and funds (obligational authority) for 
Army missions, programs and activities; 
using the budgetary systems not only for 
obtaining and controlling the use of 
funds but also as an internal manage- 
ment mechanism to assist commanders 
in control of the use of resources and the 
cost of their operations. 

(8) Internal audit; i.e, the use of 
audit techniques to assure adequate con- 
trol and surveillance of accounting and 
financial operations. 

@. The Comptroller of the Army is re- 
sponsible for designing and developing the 
various elements of the financial manage- 
ment plan. The policies, standards, and re- 
quirements for each element are enumer- 
ated in appropriate Army directives or will 
be when the particular element of the plan 
is introduced. Installation comptroliers are 
responsible for assisting their commanders 
in implementing each element of the plan 
applicable to their installation. This re- 
sponsibility involves: 

(1) Interpreting to the staff of the 
command the objectives, advantages, and 
workings of each element. 

(2) Making certain Army-wide re- 
quirements are met. 

(3) Adapting prescribed procedures 
and methods to fit the needs of the in- 
stallation commander and his staff so 
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that new procedures and methods are 
properly integrated with existing admin- 
istrative procedures and methods. 

e. Each element serves a particular pur- 
pose in achieving more effective manage- 
ment of non-tactical activities. Together 
these elements form a system which— 

(1) Operates on the fundamental 
premise of matching financial require- 
ments directly with the command mis- 
sions and operations. At each level of 
command, from the installation to the 
Department of the Army, the aim is to 
set forth the work to be done and its 
costs. 

(2) Introduces dollar accounting for 
property and working capital funds as 
major tools of logistics management. 
This is done not only to improve meth- 
ods of supply management, but also to 
permit costs of goods and services used 
in current operations to be determined 
and controlled on the basis of dollars. 

(3) Provides, through introduction of 
new budget methods, a recurring pro- 
cedure for matching operations and costs. 
This becomes the central element for im- 
proving control of operations. 

f. The use of all the elements of the 
plan in budgeting and controlling opera- 
tions is enhanced by the employment -of 
the integrated accounting elements. Inte- 
gtated accounting ties together in a single 
system the various accounting activities of 
financial management. From the integrated 
accounting system, comptrollers will be 
able to provide managers with financial 
data necessary for evaluating the results 
of their operations and for determining the 
status of their resources. In this way they 
will be aided in obtaining maximum effec- 
tiveness from the resources—men, material, 
and facilities—made available to them.” 





